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Problems of Reincorporation and Related 
Proposals of the Subchapter C 
Advisory Group 


Cuartes C. MacLean, Jr.* 


Eaten liquidations that are merely a step in a plan involving 
the reincorporation of a portion of a corporation’s assets have fre- 
quently been utilized by taxpayers in an effort to obtain tax conse- 
quences that ordinarily result from a liquidation. In substance, how- 
ever, a plan of liquidation involving a transfer of part of the prop- 
erties of the corporation to another corporation controlled by the 
same stockholders may be the equivalent of a reorganization, in 
which event other and quite different tax consequences should fol- 
low. 

Taxpayers may seek liquidation treatment in order to avoid divi- 
dend taxation with respect to assets withdrawn from their corpora- 
tion, to obtain an increased basis for depreciable property of the 
corporation, to obtain recognition of loss on their stock, or to secure 
the benefits of the non-recognition provisions of section 337 of the 
1954 Code, relating to sales made by a corporation in the course of 
liquidation. 

The problems of reincorporation were considered sufficiently im- 
portant by the American Law Institute to warrant inclusion in its 
draft income tax statute of provisions dealing with them in detail. 
A similar effort was made in the House draft of the 1954 Code,? but 
the provisions were deleted by the Senate. In accepting the Senate’s 
action, the House managers explained that it was their belief that 
‘at the present time, the possibility of tax avoidance in this area is 


CHarLEs C. MacLEan, JR. (B.A. Yale, 1928; LL.B. Harvard, 1931) is a member of the 
New York Bar, Chairman of the Committee on Taxation of The Association of the Bar of 
the City of New York, and a member of the firm of Dewey, Ballantine, Bushby, Palmer & 
Wood, New York City. 

* This article is a revision of a paper read in March, 1958 before the Tax Forum, a pri- 
vate group of lawyers. Acknowledgment is made of the valuable advice and assistance of 
the author’s associate, Philip T. Kaplan, and of other partners and associates, including 
David E. Watts and Ray I. Hardin. 

12 ALI Fep. INcoME Tax Stat. § X522 (Feb. 1954 Draft). 

2 H.R. Rep. No. 8300, 83d Cong., 2d Sess. 86 (1954). 
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not sufficiently serious to require a special statutory provision.’’ * 


This judgment might have been warranted under the 1939 Code. It 
may well have been undermined, however, by certain changes that 
the 1954 Code made in the definition of the term ‘‘reorganization.’’ 

These changes in the provisions relating to reorganizations were 
designed to narrow the application of the definition. The reason was 
that taxpayers were taking advantage of the non-recognition pro- 
visions of the reorganization sections to avoid ordinary income 
taxes by arrangements involving the separation of the principal 
business assets of a corporation from other assets that were trans- 
ferred to another corporation that could later be sold or liquidated.* 
The basic difficulty in devising statutory provisions dealing with the 
problems in this area is that the lines must be drawn so that tax- 
payers may not freely choose to place themselves within or without 
the non-recognition provisions. The 1954 Code revisions have lim- 
ited the tax-avoidance opportunities available by qualifying for non- 
recognition treatment but have impaired the usefulness of the re- 
organization provisions as a means of dealing with problems of 
reincorporation and other corporate arrangements designed to ob- 
tain the advantages of a liquidation while the same business is con- 
tinued in corporate form.*® 

The most important recent development in this area is the report 
of the Subchapter C Advisory Group proposing amendments to the 
Code designed to help the Commissioner and the courts deal with 
problems of reincorporation.® ; 

The problems of reincorporation involve two basic types of trans- 
actions: (1) the transfer by a corporation of some or all of its as- 
sets to one or more corporations controlled by the transferor or its 
stockholders, followed by the liquidation of the transferor; and (2) 


8 H.R. Rep. No. 2543, 83d Cong., 2d Sess. 41 (1954). 

4 Such separations were attempted by corporate rearrangements known as ‘‘split-ups,’’ 
‘¢split-offs,’’ and ‘‘spin-offs.’’ The unsatisfactory distinctions that existed among these 
different procedures are illustrated by Rena B. Farr, 24 T.C. 350 (1955). See also Chester 
E. Spangler, 18 T.C. 976 (1952) ; Rev. Rul. 289, 1953-2 Cum. BuLL. 37; Young, Corporate 
Separations: Some Revenue Rulings Under Section 355, 71 Harv. L. Rev. 843, 852-8 
(1958). 

5 Lyons, Some Problems in Corporate Separations under the 1954 Code, 12 Tax L. Rev. 
15, 25 (1956). See also Rice, When Is a Liquidation Not a Liquidation for Federal Income 
Tax Purposes?, 8 STAN. L. REv. 208 (1956). 

6 The proposed amendments, dated Dec. 24, 1957, are in the form of ‘‘A Bill to amend 
certain provisions of the Internal Revenue Code of 1954 with respect to corporate distri- 
butions and adjustments.’’ The proposed amendments are accompanied by ‘‘A Report on 
Corporate Distributions and Adjustments,’’ also dated Dec. 24, 1957. The proposed amend- 
ments and Report were received by the Subeommittee on Internal Revenue Taxation and 
transmitted to the Committee on Ways and Means, House of Representatives. 
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the liquidation of a corporation followed by a transfer of all or a 
portion of its assets to one or more corporations controlled by the 
same stockholders, or some of them. 


1. TRANSFER BY A CoRPORATION OF SomE or ALL oF rts Assets TO ONE 
or More Corporations CoNTROLLED BY THE TRANSFEROR OR ITS 
StrockHoLDERS, FoLLOwED BY THE LIQUIDATION OF THE 
TRANSFEROR 


A. UnpDER THE 1939 CopE 


A reorganization was defined in the 1939 Code to inelude ‘‘a 
transfer by a corporation of all or a part of its assets to another 
corporation if immediately after the transfer the transferor or its 
shareholders or both are in control of the corporation to which the 
assets are transferred.’’ * This definition was first introduced by the 
Revenue Act of 1924,° which also introduced the old ‘‘spin-off’’ pro- 
visions.® 

Karly decisions of the Board of Tax Appeals held that this defini- 
tion did not apply to distributions in liquidation notwithstanding 
that within the month preceding liquidation the corporation had 
transferred its business assets to a subsidiary in exchange for stock 
and had distributed the stock to its shareholders. Such transactions, 
said the Board, constituted separate transactions, namely, a ‘‘spin- 
off’’ followed by a liquidation.” 

With the repeal in 1934 of the old ‘‘spin-off’’ provisions ** and 
the increased acceptance by the courts of the idea that all steps pur- 
suant to a plan should be treated as parts of one transaction,” it 
soon became practically futile to contend that a liquidation occur- 
ring after a transfer to one or more controlled corporations should 


7 LR.C. § 112(g) (1) (D) (1939), as amended. 

8 Revenue Act of 1924, Sec. 203(h), 43 Star. 257. ‘‘Control’’ was defined in section 
203(i) of the Revenue Act of 1924, 43 Srar. 258, and in section 112(h) of the 1939 
Code, in substantially the same words as in section 368(c) of the 1954 Code, viz., ‘‘the 
term ‘control’ means the ownership of stock possessing at least 80 percent of the total 
combined voting power of all classes of stock entitled to vote and at least 80 percent of 
the total number of shares of all other classes of stock of the corporation.’’ 

9 Revenue Act of 1924, Sec. 203(¢), 43 Strat. 253. 

10 Rudolph Boehringer, 29 B.T.A. 8 (1933) ; North American Utility Securities Corpo- 
ration, 36 B.T.A. 320 (1937). 

11 See S.Rep. No. 558, 73d Cong., 2d Sess. 16 (1934). 

12 See, e.g., Helvering v. Elkhorn Coal Co., 95 F.2d 732 (4th Cir. 1937), cert. denied, 
305 U.S. 605 (1938), and the decision of the Supreme Court in Helvering v. Alabama 
Asphaltic Limestone Co., 315 U.S. 179 (1942). : 
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be treated as a separate transaction rather than as a step in a plan 
of reorganization.” 

Deprived of this argument, taxpayers attempted another ap- 
proach. They claimed that under the ‘‘business purpose”’ test of 
the Gregory case * a transfer to a controlled corporation in connec- 
tion with a liquidation should be excluded from reorganization 
treatment because the transfer was motivated by shareholder pur- 
poses rather than by purposes connected with the business of the 
corporation. The courts rejected this argument on the ground that 
the continuance of a business by a transferee corporation is suffi- 
cient to satisfy the ‘‘ business purpose’”’ test.” 

Taxpayers did succeed in avoiding reorganization treatment, 
however, where the transfer to the new corporation was made for 
the purpose of liquidation of the remaining assets of the original 
corporation and not for the purpose of carrying on a business. In 
one such case, it was said that since the new corporation was not 
organized ‘‘to carry on any business enterprise,’’ the transaction 
was not a reorganization ‘‘even though it may come within the defi- 
nition of the statute.’’ 7° 

But where it was intended that the transferee should conduct an 
active business, the statute was held applicable even though the 
property transferred consisted primarily of cash and assets in- 
tended to be converted into cash and the business which had been 
carried on by the transferor was entirely different.17 The Tax Court 
said :7® 


... In the instant case the reorganization was effected for a sound ‘‘busi- 
ness purpose.’’ Corporate business was to be continued indefinitely, and the 


18 See, e.g., Love v. Comm’r, 113 F.2d 236 (3d Cir. 1940) ; Heatley Green, 1 TCM 297 
(1942). In the Heatley Green case, which arose after the repeal of the ‘‘spin-off’’ see- 
tion, corporation A transferred a portion of its assets to corporation B and another por- 
tion to corporation C. A’s stockholders then exchanged some of their stock for all of the 
stock of B and C. Thereafter, A distributed the balance of its assets in liquidation. The 
Tax Court declined to follow the Boehringer and North American Utility cases (note 10 
supra) and held that the liquidation was not to be regarded as a separate transaction; 
consequently, the property received by the stockholders, other than the stock of B and C, 
was held to be taxable as a dividend. 

14 Gregory v. Helvering, 293 U.S. 465 (1935). 

15 See, e.g., Lewis v. Comm’r, 176 F.2d 646 (1st Cir. 1949) ; Estate of Elise W. Hill, 10 
T.C. 1090 (1948) ; ef. Lyon, Inc. v. Comm’r, 127 F.2d 210 (6th Cir. 1942). 

16 George D. Graham, 37 B.T.A. 623, 630 (1938). This case was followed in Standard 
Realization Co., 10 T.C. 708 (1948). 

17 Becher v. Comm’r, 221 F.2d 252 (2d Cir. 1955), affirming 22 T.C. 932 (1954) ; accord, 
Pebble Springs Distilling Co., 23 T.C. 196 (1954), aff’d, 231 F.2d 288 (7th Cir. 1956), 
cert. denied, 352 U.S. 836 (1956). 

18 Ernest F. Becher, 22 T.C. 932, 941 (1954). In Pebble Springs Distilling Co., supra 
note 17, at 201, the Tax Court said: ‘‘It is unimportant, contrary to petitioner’s conten- 
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same shareholders remained in ‘‘control,’’ and their investment remained 


‘‘in solution.’’ Therefore, there was compliance with both the letter and spirit 
of section 112(g). 


The courts have also held that the definition of a (D) reorganiza- 
tion ?® applied where the assets of a corporation were sold for cash 
to a newly organized corporation controlled by the stockholders 
of the transferor.” In the Liddon ease, the Court said: ** 


... the statutory definition of a reorganization was precisely met. The old 
corporation’s assets were transferred directly to the new corporation, and the 
petitioners were controlling stockholders of both. 


In the Liddon case cash that had been contributed to the acquiring 
corporation was transferred to the liquidating corporation and dis- 
tributed by it to its stockholders. The Court held that the transfers 
of cash should be disregarded in determining the nature of the 
transaction and that the receipt of cash by the stockholders consti- 
tuted simply the repayment of an advance. The Court treated the 
transaction as if the stock of the acquiring corporation had been 
issued to the liquidating corporation and distributed by it to its 
shareholders.” 


tion, that the business carried on by the new corporation is different from that carried on 
by the old.’? 

19 T.R.C. § 112(g) (1) (D) (1939), as amended. 

20 Walter S. Heller, 2 T.C. 371 (1943), aff’d, 147 F.2d 376 (9th Cir. 1945), cert. denied, 
325 U.S. 868 (1945); Liddon v. Comm’r, 230 F.2d 304 (6th Cir. 1956) ; Pebble Springs 
Distilling Co., supra note 17. 

21 Liddon v. Comm’r, supra note 20, at 308. The statutory definition was held to have 
been satisfied, however, even though the stockholders of the transferor in control of the 
transferee held stock representing less than control of the transferor. Thus, in Pebble 
Springs Distilling Co., supra note 17, at 200-201, the Tax Court said: ‘‘It is not neces- 
sary that 80 per cent of the shareholders of the old corporation be shareholders of the new 
company. Reilly Oil Co., 13 T.C. 919 (1949), affd., 189 F.2d 382 (C.A. 5, 1951) ; Toklan 
Royalty Corporation v. Jones, 58 F.Supp. 967 (W.D.Okla., 1944), appeal dismissed 147 
F.2d 856 (C.A. 10, 1945).’’ It was also held that the stockholders of a transferor who 
controlled the acquiring corporation need not have acquired such control solely as the result 
of their stockholdings in the transferor. Prairie du Chien-Marquette Bridge Co. v. Comm’r, 
142 F.2d 624 (3d Cir. 1944) ; Comm’r v. Huntzinger, 137 F.2d 128 (10th Cir. 1943). See 
also Giles E. Bullock, 26 T.C. 276, 290-291 (1956) (dictum). See Lyons, Realignment of 
Stockholders’ Interests in Reorganizations under Section 112(g)(1)(D), 9 Tax L. Rev. 
237, 241-247 (1954). 

22 Quaere whether this result could be avoided if after the sale to the corporation con- 
trolled by the stockholders of the transferor, the stock of the transferor was sold to third 
parties. Assuming that the selling stockholders were not aware of a plan on the part of the 
purchasers to liquidate the corporation, they might maintain that the subsequent liquida- 
tion of the corporation was not a step in a plan of reorganization. Cf. Robert Campbell, 
15 T.C. 312, 319 (1950) ; Distributors Finance Corp., 20 T.C. 768 (1953). But cf. Edith G. 
Goldwasser, 47 B.T.A. 445 (1942), aff’d per curiam, 142 F.2d 556 (2d Cir. 1944). But 
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If a purchase from a liquidating corporation were made by a go- 
ing corporation with its own funds, the fact that the purchaser was 
controlled by stockholders of the seller would not seem sufficient to 
warrant the disregard of the cash transaction and treatment of the 
transfer of assets as made in exchange for stock. An analogous 
problem arose under the 1939 Code in eases in which the sole stock- 
holder of a corporation sold his stock to another corporation, the 
stock of which was also owned by him, at a fair price and for a cash 
consideration. The Tax Court has consistently rejected the Com- 
missioner’s efforts to disregard the form of such transactions and 
treat the proceeds of sale as a dividend to the selling stockholder.” 
Recently, the Tax Court’s views on this subject were accepted by 
the Court of Appeals for the First Cireuit.** 

In the Cramer case * the acquiring corporation purchased the 
stocks of three corporations from its stockholders and immediately 
thereafter liquidated the corporations. The Commissioner, in en- 
deavoring to tax the purchase price as ‘‘boot’’ to the stockholders, 
contended that the transaction should be treated as one in which the 
stockholders of the acquiring corporation exchanged stock for stock 
in a reorganization because the stockholders ‘‘in effect already 
owned all the stock’’ in the acquiring corporation, and ‘‘hence, the 
result was similar to an exchange.’’ The Tax Court rejected this 
argument, saying: *° 

... Such reasoning would make it impossible for a stockholder ever to sell 
for cash property to a corporation in which he was interested. We think the 
construction too strained to be given serious consideration. ... 

... Even if we assume, contrary to the facts, that the other three corpora- 
tions had first been liquidated, the underlying property itself distributed in 
liquidation to the stockholders and thereupon sold to Radio [the purchaser 
of the stocks] for the equivalent amount of cash, the only tax due would be 
measured by the capital gain of the individual stockholders on the liquida- 
tion, section 115(c), Internal Revenue Code, a consequence identical to that 
to which the stockholders are now concededly subject. . . . 


Although section 304 of the 1954 Code provides for dividend treat- 
ment of the proceeds of a sale of stock of one corporation to another 


where the corporation’s property consisted of cash or liquid assets, the courts might be 
quick to find that the receipt of the purchase price of the stock merely represented the re- 
payment of an advance within the rationale of the Liddon case. 

23 Emma Cramer, 20 T.C. 679 (1953) ; Trianon Hotel Co., 30 T.C. No. 16 (1958) ; Roger 
W. Pope, 15 TCM 181 (1956) ; Westerhaus Co., 16 TCM 958 (1957). Compare Rev. Rul. 
55-15, 1955-1 Cum. BULL. 361. 

24 Comm ’r v. Pope, 239 F.2d 881 (1957), affirming 15 TCM 181 (1956). 

25 Emma Cramer, supra note 23. 

26 Id. at 684, 685. 
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corporation controlled by the same individuals, the reasoning of the 
Tax Court in the Cramer case remains unaffected. 

It would appear, therefore, that under the courts’ interpretation 
of the definition of a (D) reorganization in the 1939 Code, reason- 
able protection was afforded the Treasury against the possibility 
that stockholders would seek liquidation treatment when their plans 
involved a prior transfer of some or all of their corporation’s prop- 
erty to one or more corporations controlled by them. The difficulty, 
of course, was that taxpayers were utilizing the definition in some 
circumstances to obtain non-recognition treatment in ‘‘bail-out”’ sit- 
uations. 

Taxpayers had just cause for complaint, however, in situations 
like that involved in the Lewis case.** There reorganization treat- 
ment was accorded a liquidation that followed the sale of two busi- 
nesses and the transfer of a third business to a newly organized 
subsidiary. In such a situation, it seems improper to treat the trans- 
action as a reorganization when, if the corporation retained the 
third business and distributed the proceeds of sale of the other two, 
the stockholders would appear to be entitled to more favorable 
treatment under the partial liquidation provisions.** 


B. Unper THE 1954 Copr 


In the 1954 Code the definition of a (D) reorganization was nar- 
rowed to cover only those situations in which, ‘‘in pursuance of the 
plan, stock or securities of the corporation to which the assets are 
transferred are distributed in a transaction which qualifies under 
section 354, 355, or 356.’’ ® At the same time, the provisions of sec- 
tion 112(b)(3) of the 1939 Code, which accorded non-recognition 
treatment to exchanges of stock or securities of parties to a re- 
organization, were revised to make them applicable to an exchange 


27 Lewis v. Comm’r, supra note 15. 

28 The Lewis case, however, arose at a time when section 115(c) of the 1939 Code pro- 
vided short-term capital gains treatment for distributions in partial liquidations. Follow- 
ing Comm’r v. Estate of Bedford, 325 U.S. 283 (1945), the Court treated the other prop- 
erty and money distributed in the liquidation as boot under section 112(¢) (2) of the 1939 
Code. This treatment had been predicted in Darrell, The Scope of Commissioner v. Bed- 
ford Estate, 24 TAXES 266, 272-273 (1946). See Hawkinson v. Comm’r, 235 F.2d 747, 751 
(2d Cir. 1956). 

29 L.R.C. § 368(a)(1)(D) (1954). The revised definition is as follows: ‘‘(D) a transfer 
by a corporation of all or a part of its assets to another corporation if immediately after 
the transfer the transferor, or one or more of its shareholders (including persons who were 
shareholders immediately before the transfer), or any combination thereof, is in control 
of the corporation to which the assets are transferred; but only if, in pursuance of the plan, 
stock or securities of the corporation to which the assets are transferred are distributed 
in a transaction which qualifies under section 354, 355, or 356.’’ 











414 TAX LAW REVIEW [Vol. 13: 


in a (D) reorganization (to which section 355 was inapplicable) only 
if the transferee corporation ‘‘acquires substantially all of the as- 
sets of the transferor’’ and completely liquidates.® The literal ef- 
fect of these amendments was to render the (D) definition inappli- 
cable to reincorporations in connection with liquidations unless (1) 
the transaction satisfies the requirements of section 355 relating to 
corporate divisions or (2) the transferee stands substantially in the 
shoes of the transferor. 

In an effort to deny reorganization treatment to corporate divi- 
sions that do not satisfy the requirements of section 355,** the 1954 
Code may thereby have afforded a blueprint for tax avoidance in 
the area of reincorporations connected with liquidations. Thus, if 
a corporation transfers its business, but less than substantially all 
of its assets, to a controlled corporation and then liquidates, there 
will be no reorganization within the terms of the definition con- 
tained in section 368(a)(1)(D), for the reason that the requirements 
of section 354 will not be satisfied.*? This result would seem fair 
enough in a case like Lewis if the alternative would be partial liqui- 
dation treatment. But the statute would seem to invite tax avoidance 
in situations where stockholders might choose to incur a capital 
gains tax on the excess, if any, of the market value of their stock 
over its tax basis in order to obtain the distribution of accumulated 
earnings and profits without dividend tax consequences. 

Furthermore, unless the requirements of section 355 are satisfied, 
the 1954 Code would not appear to accord reorganization treatment 
to liquidations in which the assets of a corporation are transferred 
to two or more corporations. Section 355 was designed to restrict 
substantially the type of corporate divisions in connection with liq- 
uidations that qualify for non-recognition. The liquidation of a cor- 
poration does not qualify under section 355 unless ** 

Immediately before the distribution, the distributing corporation had no 
assets other than stock or securities in the controlled corporations and each 


of the controlled corporations is engaged immediately after the distribution 
in the active conduct of a trade or business. 


A business will satisfy the ‘‘active conduct of a trade or business’’ 
test only if it has been conducted for a five-year period preceding 


80 T.R.C. § 354(b) (1) (1954). 

31 See S.Rep. No. 1622, 83d Cong., 2d Sess, 274 (1954). 

82 Section 355 (1954) would be inapplicable because, by hypothesis, only one business 
would be involved. Section 356(a) (1954) would be inapplicable since the transaction 
would not qualify under section 354 (1954) or section 355 even apart from the receipt of 
‘* other property or money.’? 

38 I.R.C. § 355(b) (1) (B) (1954). 


























1958] PROBLEMS OF REINCORPORATION 415 


the date of the distribution and if it has not been acquired during 
that period in a transaction in which gain or loss was recognized. 
It would seem that distributions in a conventional ‘‘split-up’’ that 
did not satisfy these requirements of section 355 would be entitled 
to capital gains treatment under section 331. 

The Commissioner presumably has intended to deal with these 
problems by providing in the Regulations under the 1954 Code that 
a liquidation that is preceded by a transfer of ‘‘all or part of’’ the 
assets of a corporation to another corporation or is followed by a 
reincorporation may have the effect of a dividend under section 301 
or of a reorganization with boot treatment under section 356.** 
There is, of course, an important difference between the two ap- 
proaches suggested in the Regulations. If a transaction is accorded 
section 301 treatment, the distribution of other property or money 
would be taxable as a dividend to the extent of the earnings and 
profits of the corporation, whereas if the transaction is given the 
effect of a reorganization, section 356(a)(1) would limit the taxa- 
tion of boot to the amount of gain realized on the exchange. Under 
the 1939 Code the courts had made it clear that this limitation ap- 
plied in the case of a reincorporation connected with a liquidation.*" 

In the case of a reincorporation in which the only effect of the 
transaction is a ‘‘bail-out’’ of surplus, the courts might be expected 
to hold that the property withdrawn from the continuing corpora- 
tion was taxable under section 301. Thus, the courts might adopt 
an approach similar to that taken in the Bazley case ** and hold that 
a distribution having the effect of a dividend should be taxed as 
such, notwithstanding the fact that the transaction is cast in the 
form of a liquidation. Indeed, that approach might have been taken 


84 T.R.C. § 355(b) (2) (1954). For a discussion of the difficulties in complying with the 
requirements of section 355 (1954), see Porter, Spin-Offs in the Oil and Gas Industry, 
NintH INSTITUTE ON OIL AND GAS LAW AND TAXATION (1958). See also Comment, Divi- 
sive Reorganizations Under the Internal Revenue Code of 1954, 67 YALE L.J. 38 (1957). 

85 See Committee on Taxation, The Association of the Bar of the City of New York, 
Recommendations for Revision of Internal Revenue Code of 1954 31-32 (Feb. 1955), 
reprinted in 2 J. TAXATION 322, 330-331 (1955). As this report points out, even though the 
transactions did not qualify under the definition of a (D) reorganization, no gain or loss 
would be recognized on the transfers by the liquidating corporation to the controlled cor- 
porations under section 351 of the 1954 Code. 

86 Reg. Sec. 1.331-1(¢) (1955) reads: ‘‘A liquidation which is followed by a transfer 
to another corporation of all or part of the assets of the liquidating corporation or which 
is preceded by such a transfer may, however, have the effect of the distribution of a divi- 
dend or of a transaction in which no loss is recognized and gain is recognized only to the 
extent of ‘other property.’ See sections 301 and 356.’’ (emphasis added). 

87 Liddon v. Comm’r, supra note 20; Becher v. Comm’r, supra note 17. 

88 Bazley v. Comm’r, 331 U.S. 737 (1947). : 
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in this type of case under the 1939 Code if the reorganization pro- 
visions had not supplied an adequate solution to the problem. 

The Commissioner’s further suggestion in his Regulations that 
transactions may be given ‘‘the effect’’ of a reorganization even 
though they do not satisfy the requirements of the reorganization 
provisions seems questionable. In contrast to the dividend provi- 
sions, the reorganization definitions contain a number of precise 
requirements, such as those relating to ‘‘control’’ and the transfer 
of ‘‘substantially all’’ of a corporation’s assets. Unless these re- 
quirements are met by some combination of related transactions, 
there would appear to be no grounds for determining that a reor- 
ganization has been effected. Otherwise, tax consequences would no 
longer be based on a statute to the extent the Commissioner chose 
to waive its requirements. 

Another approach to the problems created in this area by the 
1954 Code is suggested by the Regulations under section 301 relat- 
ing to the distribution of property to shareholders. They state: *° 


A distribution to shareholders with respect to their stock is within the 
terms of section 301 although it takes place at the same time as another trans- 
action if the distribution is in substance a separate transaction whether or not 
connected in a formal sense. This is most likely to occur in the case of a re- 
capitalization, a reincorporation, or a merger of a corporation with a newly 
organized corporation having substantially no property... . 


This provision indicates that the Commissioner may attempt to deal 
with reincorporation under a theory directly contrary to the ‘‘single 
transaction’’ concept developed by the courts. Under this theory the 
Commissioner would recognize that a corporate rearrangement that 
takes the form of a liquidation accompanied by a reincorporation is 
‘*in substance”’’ two transactions. Thus, a transfer of only a part of 
a corporation’s assets to a controlled corporation would under some 
circumstances be treated as a transfer of substantially all of its as- 
sets. This treatment would be based upon the claim that the distri- 
bution of the remaining assets in a purported complete liquidation 
should be regarded as the payment of a dividend. It would seem un- 
likely, however, that the Commissioner will be successful in this ap- 
proach except perhaps in cases where the transferee continues to 
carry on substantially the same business that had been carried on by 
the transferor. 


89 Reg. See. 1.301-1(1) (1955). 
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2. LigumaTIon oF A CorPoRATION Fotuowep By a TRANSFER OF ALL 
or A Portion or Its Assets To OnE on More Corporations 
CoNTROLLED BY THE SAME STOCKHOLDERS, OR 
Some or THEM 


Liquidations of corporations, followed by reincorporations of all 
or a part of the assets received, have not been accorded reorganiza- 
tion treatment by the courts with the same uniformity as have trans- 
actions involving transfers to controlled corporations followed by 
liquidations. For example, in the Arcade case * the Court of Ap- 
peals for the Sixth Circuit held that a liquidation rather than a re- 
organization occurred when, within ten days following dissolution 
of a corporation, all properties received by the trustees in liquida- 
tion were exchanged for the stock and bonds of a newly organized 
corporation, which were then distributed pro rata to the former 
stockholders of the liquidated corporation. Accordingly, the Court 
concluded that the fees paid by the liquidated corporation to the 
tax accountant and attorneys who had prepared the plan were de- 
ductible as ordinary and necessary expenses. 

In the Arcade case, the Court reasoned that ‘‘there was no trans- 
fer by the old corporation of its assets to the new corporation, 
within the meaning of section 112(g)(1)’’ because the stockholders 
of the liquidating corporation ‘‘were under no contractual obliga- 
tions to form a new corporation or to transfer their assets to a new 
corporation in return for stock therein.’’ ** This line of reasoning 
was expressly rejected by the Court of Appeals for the Second Cir- 
cuit in the Bard-Parker case,*? where the Court said that the trans- 
action ** 


may not be treated as two transfers—one from the old company to its direc- 
tors and a second from those directors to the new company—since those two 
transfers were but procedural steps used to complete what, in substance, con- 
stituted a single transfer. 


40 United States v. Arcade Co., 203 F.2d 230 (6th Cir. 1953), cert. denied, 346 U.S. 828 
(1953). But compare the later decision of the same court in Liddon v. Comm’r, 230 F.2d 
304 (6th Cir. 1956), discussed above. Other eases reaching a result similar to that of the 
Arcade ease include Henricksen vy. Braicks, 137 F.2d 632 (9th Cir. 1943), and Glenn v. 
Courier-Journal Job Printing Co., 127 F.2d 820 (6th Cir. 1942). 

41 United States v. Arcade Co., supra note 40, at 235. 

42 Bard-Parker Company v. Comm’r, 218 F.2d 52 (2d Cir. 1954), cert. denied, 349 U.S. 
906 (1955), affirming 18 T.C. 1255 (1952); accord, Survaunt v. Comm’r, 162 F.2d 753 
(8th Cir. 1947). 

43 Bard-Parker Co. v. Comm’r, supra note 42, at 57. 
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The same result was reached where pursuant to plan the properties 
distributed in liquidation were transferred to two corporations in 
exchange for their stock.** 

In the Mathis case,* where the reincorporation did not occur until 
nine months after the liquidation, the Tax Court found that the re- 
incorporation and liquidation were not part of a single plan. 

In the Austin Transit case ** the Tax Court assumed that the liq- 
uidation and subsequent transfers to controlled corporations were 
pursuant to a plan. But since the stockholders of the liquidating cor- 
poration had induced friendly interests to acquire a 21 per cent in- 
terest in the transferee corporations, the Court held that those cor- 
porations were not in the ‘‘control’’ of the liquidating corporation 
or its stockholders and therefore a (D) reorganization had not re- 
sulted. 

The Court found it unnecessary in Austin Transit to pass upon 
the Commissioner’s contention that the reorganization provisions 
applied notwithstanding the fact that the transfers to the new cor- 
porations took the form of sales. It seems clear, however, that a sale 
to a controlled corporation organized for the purpose of acquiring 
assets received in a liquidation should be no more effective to pre- 
vent reorganization treatment than a sale made prior to liquidation 
to anewly organized controlled corporation.” 

As indicated above, a sale to a going corporation, controlled by 
the same stockholders, in exchange for assets independently ac- 
quired by such corporation may well stand on a different footing.*® 
However, the 1954 Code has opened up a new line of argument for 
the Commissioner, namely, that under section 304 the sale to a con- 
trolled corporation of property received in the liquidation of an- 
other controlled corporation may be treated as if the stockholders 
had first sold their stock in the liquidating corporation to their other 
corporation, which thereupon received a distribution of the prop- 
erty on the stock it had purchased. This argument, however, will 
probably be unsuccessful if the courts continue to adhere to the 
analysis made by the Tax Court in the Cramer case regarding the 
effect of a sale of property to a going corporation controlled by the 
seller.*® 

Similarly, if property received as a distribution in liquidation is 


44 Ethel K. Lesser, 26 T.C. 306 (1956). 

45 Charles R. Mathis, Jr., 19 T.C. 1123 (1953). 
46 Austin Transit, Inc., 20 T.C. 849 (1953). 

47 See note 20 supra. 

48 See note 23 supra. 

49 See note 26 supra. 
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contributed by the stockholders to a going corporation controlled 
by them, it would seem difficult to maintain, in view of the Cramer 
case, that the transferee corporation had in substance acquired the 
property in exchange for its stock. And unless the shareholders 
could be deemed to have received stock pursuant to a plan of re- 
organization, there would appear to be no basis in the literal terms 
of the statute upon which the other property or money received in 
the liquidation might be taxed as boot. 

As in the case of transfers to controlled corporations prior to liq- 
uidation, an additional problem has been created by the 1954 Code 
in the field of post-liquidation transfers by the limitation of the (D) 
reorganization provisions to cases involving a transfer of substan- 
tially all of the assets of a corporation, except in transactions com- 
plying with the requirements of section 355. Where a plan to liqui- 
date is accompanied by an intent to reincorporate, the 1954 Code 
would seem to invite an attempt by stockholders to avoid reorgani- 
zation treatment either by retaining a substantial portion of the 
assets received in liquidation or by transferring the assets to two or 
more corporations. 

The Report of the Subchapter C Advisory Group states that ‘‘The 
present statutory technique may be defective in that it may not be 
adequate to protect the rules of section 355 in the case of a ‘split- 
up’.’’ © This would not seem to be an overstatement. 


3. Tue Proposats oF THE SuBcHAPTER C Apvisory Group 
A. SumMaRY OF THE Proposep StatTuToRY CHANGES 


The Advisory Group proposes to deal with the problems of rein- 
corporation by broadening the reorganization provisions. Earlier 
suggestions for solving these problems, adopted in the draft income 
tax statute of the American Law Institute and in the House draft of 
the 1954 Code, involved supplementing the reorganization provi- 
sions by the addition of a statutory provision relating solely to rein- 
corporation. 

In general, under the American Law Institute draft, dividend 
rather than liquidation treatment was accorded when pursuant to 
a plan a liquidation was either preceded or followed by a transfer 
of property to a corporation the stock of which was owned substan- 
tially by the same stockholders." If the period between the transfer 


50 Advisory Group’s Report, p. 50. 
512 ALI Fep. Income Tax Stat. § X522 (Feb. 1954 Draft). ‘‘Transfer’’ was defined 
to include only transactions made in exchange for stock of the transferee or as a contribu- 
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and the liquidating distribution was more than five years, the exist- 
ence of a plan had to be clearly proved by the Commissioner. 

The House draft of the 1954 Code ® differed from the American 
Law Institute proposal in several respects. The House bill dealt 
only with transactions that followed a distribution in liquidation. 
Also, it was in terms applicable to all transactions coming within 
its scope, whether or not carried out pursuant to a plan, except 
transactions that ‘‘did not have as one of their principal purposes 
the avoidance of tax on corporate distributions’’ and transfers oc- 
curring more than five years after the date of distribution.®* The 
House bill also differed from the American Law Institute draft in 
that it would have applied only to a transfer of 50 per cent or more 
of the assets, other than cash and liquid assets,** of the liquidating 
corporation where one or more individuals who owned 50 per cent 
or more of the stock of the liquidating corporation held 50 per cent 
or more of the stock of the acquiring corporation. Transactions com- 
ing within the terms of the House provision were treated, in gen- 
eral, like reorganizations involving acquisitions of assets in ex- 
change for stock. 

Basically, the Advisory Group’s bill attacks the problems of rein- 
corporation through a revision of the definition of a (D) reorganiza- 
tion. Some of the changes proposed to be made in that definition, 
however, relate to changes made in the other definitions of a reorgan- 
ization. Thus the Advisory Group’s bill would eliminate statutory 
mergers and consolidations as a separate category of reorganiza- 
tion © and include them in the (C) and (D) definitions of a reorgan- 
ization.®® The revised (C) definition would also require that if the 


tion to its capital. Transactions taking the form of sales were not expressly covered by the 
provision. The amount of the dividend was the amount distributed less the value of stocks 
of transferee corporations which would have qualified for non-recognition treatment if the 
transaction had been a corporate division, and in all other cases, less the value of the stock 
of any one transferee. A transaction qualifying as a redemption of stock was excepted 
from dividend treatment. 

52 H.R. Rep. No. 8300, 83d Cong., 2d Sess. (1954). 

53 Unlike section X522(e) of the American Law Institute statute, the House bill con- 
tained no exception for reincorporations made to facilitate complete liquidation. 

54 Cf. Cohen, Surrey, Tarleau and Warren, A Technical Revision of the Federal Income 
Tax Treatment of Corporate Distributions to Shareholders, 52 Corum. L. Rev. 1, 38-40 
(1952). 

55 Clause (F) of section 368(a) (1) of the 1954 Code has been re-lettered ‘‘ (A) ’’ in the 
Advisory Group’s bill in order to preserve the familiar lettering of the other definitions 
of a reorganization. 

56 The bill would also eliminate from the definition of a (C) reorganization the require- 
ment that the acquisition be made in exchange solely for voting stock. The bill would sub- 
stitute a requirement that ‘‘50 percent or more of the consideration received’’ in the 
exchange, measured by fair market value, consist of ‘‘stock of the acquiring corporation.’’ 
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transfer is not by statutory merger or consolidation, the transferor 
be completely liquidated as a part of the plan. Further, in order to 
eliminate any overlap between (C) and (D) reorganizations, the 
(C) definition is made inapplicable if the transferor or any of its 
stockholders are in control of the acquiring corporation immediately 
after the transfer.*" 

The Advisory Group’s bill would revise the definition of a (D) re- 
organization to read as follows: 


(D) a transfer, whether by statutory merger or consolidation or otherwise, 
of all or a part of the properties of one corporation to another corporation 
if— 

(1) immediately after the transfer the corporation whose properties are 
transferred or one or more of its shareholders, or any combination thereof, 
is in control of the acquiring corporation, 

(ii) if the transfer is not by statutory merger or consolidation, the cor- 
poration whose properties are transferred is completely liquidated as a part 
of the plan pursuant to which the transfer is made (whether such complete 
liquidation precedes, accompanies, or follows the transfer), and 

(iii) no part of such plan constitutes a distribution of stock or securities 
to which section 355 (or so much of section 356 as relates to section 355) ap- 
plies;... 


In order to meet the problems presented by a reincorporation in 
which the property is not in form exchanged by the liquidating cor- 
poration for stock of the acquiring corporation, e.g., a capital con- 
tribution following liquidation, the bill would (1) omit the reference 
in present section 368(a)(1)(D) to a transfer of assets ‘‘by a cor- 
poration’’; (2) provide that the liquidation may be part of the plan 
of reorganization whether it ‘‘ precedes, accompanies, or follows the 
transfer’’; and (3) provide that the boot provisions of proposed 
section 356 shall apply ‘‘to an exchange made’’ pursuant to a 
(D) reorganization even though ‘‘the property received in the ex- 
change’’ includes no stock or securities of the transferee but ‘‘con- 
sists entirely of other property or money.’’ ** 

The bill also employs a new approach to restrict the opportunities 
for tax avoidance in connection with corporate divisions. The re- 
quirement of the present definition of a (D) reorganization that the 
stock and securities of a transferee corporation be ‘‘distributed in 
a transaction which qualifies under section 354, 355, or 356’? would 


57 This provision would appear to exclude from the (C) definition both the merger of a 
parent corporation into a subsidiary and the merger of sister corporations. These trans- 
actions would seem to be the only types of merger to which clause (D) might apply. See 
Advisory Group’s Report, p. 68. 

58 Proposed § 356 (a) (2) (B) (ii). 
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be deleted. Corporate divisions that qualify under section 355 would 
be removed from the definition of a (D) reorganization. In such 
cases the matter of recognition of gain or loss on transfers by a dis- 
tributing corporation to controlled subsidiaries would be governed 
solely by section 351.°° 

In lieu of the present requirement of section 354 that a transferee 
acquire ‘‘substantially all of the assets of the transferor,’’ the Ad- 
visory Group’s bill would substitute a provision limiting the appli- 
cability of section 354 in the case of a (D) reorganization to cases 
in which the stock of only one corporation a party to the reorganiza- 
tion was received.” The bill further provides that a shareholder who 
receives, in a (D) reorganization, ‘‘stock in more than one corpo- 
ration a party to the reorganization,’’ will be accorded non-recogni- 
tion treatment only with respect to the stock ‘‘so received (of any 
such corporation) which has a fair market value greater than’’ 
that of any other stock received, and that all other stocks received 


will be taxed as boot.™ 
In addition to the revision of the statutory provisions relating 


59 Proposed section 351(b) would add provisions relieving corporate transferors from 
recognition of gain by reason of the receipt of boot in section 351 transactions constitut- 
ing part of a corporate division under section 355 (and would correspondingly revise the 
provisions of section 361 relating to reorganizations) to the extent that the boot is dis- 
tributed to the shareholders of the transferor pursuant to the plan. See Advisory Group’s 
Report, p. 49. In view of this provision, it would seem that taxpayers would not have need 
to resort to (D) reorganizations except in the two situations referred to in note 57 supra. 
Under the proposed bill, therefore, the primary function of the (D) definition would ap- 
pear to be the protection of the revenue against reincorporations. 

60 Proposed § 354(a) provides: 

**(a) General Rule.— 

*€(1) In general.—No gain or loss shall be recognized (and no amount shall be in- 
eludible in income) if stock or securities in a corporation a party to a reorganization, are, 
in pursuance of the plan of reorganization, exchanged solely for stock or securities in such 
corporation or in another corporation a party to the reorganization. 

*€(2) Limitation—Paragraph (1) shall not apply if—... 

**(B) in the case of an exchange in pursuance of a plan of reorganization within 
the meaning of section 368(a)(1)(D), there is received stock in more than one corpora- 
tion a party to the reorganization.’’ 

61 Proposed § 356(f) provides: 

**(£) Stock in Two or More Corporations Received in Certain Reorganizations.—If— 

**(1) section 354 would apply to an exchange in pursuance of a plan of reorganiza- 
tion within the meaning of section 368 (a) (1) (D) but for the fact that 

**(2) the property received in the exchange consists of stock in more than one cor- 
poration a party to the reorganization, 
then, for purposes of subsections (a) and (b) of this section, the stock so received (of any 
such corporation) which has a fair market value greater than the stock so received of any 
other such corporation or corporations shall be treated as property permitted by section 
354 to be received without the recognition of gain or loss, and the stock so received of such 
other corporation or corporations shall be treated as other property.’’ 
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to the definition of boot in reorganizations and corporate divisions, 
the bill proposes to make important changes in the method of taxa- 
tion of boot. The bill would delete the provision of section 356(a) 
which limits the taxation of boot to the amount of gain realized upon 
an exchange to which section 354 or section 35d is applicable. The re- 
sult of this change, according to the Advisory Group’s Report, 
would be that a shareholder would be taxed on the receipt of boot in 
a reorganization ‘‘in the same manner in general as he would be 
taxed if the distribution were made by the corporation without a re- 
organization occurring.’’ An exception may occur in the case of a 
non-pro rata distribution since proposed section 356(b) retains the 
provision limiting dividend treatment to the recipient’s ratable 
share of the earnings and profits of the corporation. 

The bill would provide that ‘‘so much’’ of any boot received in 
an exchange for stock in a reorganization or section 355 transaction 
as ® **(i) has the effect of a distribution of a dividend’’ shall be 
treated as such; ‘‘ (ii) has the effect of a distribution in redemption 
of stock under section 302(b)’’ shall be treated as a distribution 
under section 302(a) ; and ‘‘ (iii) has the effect of a distribution in 
partial liquidation under section 346’’ shall be treated as a distribu- 
tion under section 331(a) (2) and (b). 

The balance, if any, of the boot would be applied against the basis 
of the stock exchanged (remaining after application of clauses (ii) 
and (iii) above) and only the excess would be taxed as capital gain.™ 
This would alter the present rule under which the receipt of boot 
in excess of the amount taxed as a dividend is treated as capital 
gain to the extent of further gain on the exchange. This change 
would also have the effect, as the Report of the Advisory Group 
states,® ‘‘of coordinating the rules for distributions occurring as 
a part of a reorganization with those applicable in the absence of 
areorganization....’’ 

The aim of these provisions is, of course, to alter the result in 
situations like that presented in Lewis, where dividend treatment 
might be accorded non-qualifying property distributed in a reor- 
ganization notwithstanding the fact that the transaction might 
otherwise have been entitled to partial liquidation treatment.” This 


62 Advisory Group’s Report, p. 55. 

63 Proposed § 356(b) (1) (A). 

64 Proposed § 356(b) (1) (B). 

65 Advisory Group’s Report, pp. 56-57. 

66 Lewis v. Comm’r, supra notes 15 and 28. 

67 The Advisory Group’s Report, p. 55, illustrates the effect of the new boot provisions 
as follows: ‘‘If, for example, money distributed as boot in a reorganization constitutes 
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objective is clearly desirable, although there may be doubt that it 
can be achieved merely by reference to the question whether boot 
transactions have ‘‘the effect of’’ a partial liquidation or of a stock 
redemption under section 302(b). 

In addition to extending redemption and partial liquidation treat- 
ment in certain eases to boot received in exchange for stock in a re- 
organization or section 355 transaction, the bill proposes to make 
important changes in the taxation of property distributed in kind in 
complete or partial liquidations and in stock redemptions to which 
section 302(a) applies. In this respect the changes proposed by the 
bill are similar to the rules proposed with respect to complete liqui- 
dations in the 1954 House bill. Basically, in the case of a distribution 
in kind to a stockholder, the recognition of gain would be limited to 
the excess of the corporation’s adjusted basis for the property over 
the stockholder’s adjusted basis for his stock.®* If there is no such 
excess, then in general no gain would be recognized to the stock- 
holder. However, any loss realized by the stockholder would be ree- 
ognized. To the extent that these provisions would operate to pre- 
vent the recognition of gain on depreciable property distributed in 
a liquidation, they would serve to remove one of the common in- 
centives of taxpayers for liquidating and reincorporating. 

The intended application of the provisions of the bill may be illus- 
trated generally as follows: © 


(1) Corporation A, with two separate businesses, transfers one 
business to corporation B in exchange for all of its stock and the 
other business to corporation C for all of its stock. Corporation A, 
having no other assets, thereupon liquidates. If the transaction sat- 
isfies the requirements of section 355, no gain or loss would be recog- 
nized to stockholders of corporation A by reason of the receipt of the 
stocks of corporations B and C. Non-recognition at the corporate 
level would result from the application of section 351. No reorgani- 
zation would be involved. 


(2) If the facts are the same except that either corporation B or 
corporation C fails to qualify under the active-business test of sec- 
tion 355(b), the transfers by corporation A to corporations B and C 


the proceeds from a sale of a business, and the distribution would qualify as a partial 
liquidation under section 346 if it did not occur as a part of a plan of reorganization, it 
would be treated as received in exchange for part of his stock and the gain or loss thereon 
accorded capital gain or loss treatment in the same manner as if the distribution had 
occurred apart from a reorganization.’’ 

68 See proposed § 331 and Advisory Group’s Report, pp. 26-28. 

69 See Advisory Group’s Report, pp. 51-52. 
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would constitute a (D) reorganization, and no gain or loss would be 
recognized to a stockholder with respect to whichever of the B or C 
stocks received by him has the higher value. The other stock would 
be taxed as boot. 


(3) If corporation A had formed corporations B and C at an ear- 
lier date and had distributed their stocks in a subsequent unrelated 
transaction not qualifying under section 355, no reorganization 
would be involved. The distribution would constitute a complete 
liquidation and any gain thereon recognized to the stockholders 
would be taxed as capital gain (assuming the collapsible corporation 
provisions do not apply). 


(4) If the facts are the same as in (3) except that corporation A 
has miscellaneous assets, in addition to its holdings in corporations 
B and C, that are transferred to newly organized subsidiary M in 
connection with A’s liquidation, the transfer to M would constitute 
a reorganization. The result would be that no gain or loss would be 
recognized to the stockholders of A on the distribution of the stock 
of M,a party to the reorganization, but the stocks of corporations B 
and C (not parties to the reorganization) would be taxed as boot. 


(5) If corporation A, instead of transferring its miscellaneous 
assets to corporation M, distributes such assets in liquidation to- 
gether with the stocks of corporations B and C and if, as a part of 
the plan, the stockholders transfer such miscellaneous assets to an- 
other corporation controlled by them, either in exchange for its stock 
or as a capital contribution, the same tax consequences would follow 
as in (4). 


(6) If, as a part of a plan, all the properties of corporation A are 
distributed to its stockholders and transferred to a corporation con- 
trolled by them, either in exchange for its stock or as a capital con- 
tribution, a (D) reorganization would occur, and no gain or loss 
would be recognized to, and no amount would be includible in the in- 
come of, the stockholders of corporation A. 


B. EXAMINATION OF THE PROPOSED CHANGES 


(1) The Bill’s Treatment of Reincorporations 

(a) The scope of the proposed definition of a (D) reorganization. 
Under the literal provisions of the bill, if a corporation as a part of 
a plan transfers any ‘‘part of’’ its properties to a corporation con- 
trolled by the transferor or ‘‘one or more’’ of its stockholders and 
the transferor liquidates, a (D) reorganization occurs. Neither the 
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relative value nor the character of the assets transferred nor the 
amount of stock of the transferor owned by the stockholders in con- 
trol of the acquiring corporation would appear to be material. The 
bill would seem satisfied if the transfer and the liquidation are made 
pursuant toa plan. 

Similarly, if a corporation liquidates and pursuant to a plan any 
of the assets it distributes to a stockholder are transferred by him 
to a corporation in his control, a reorganization would appear to re- 
sult, regardless of the relative value or nature of the property trans- 
ferred. 

Although the definition is sweeping in nature, it seems unlikely 
that it would operate as a trap for taxpayers in the case of transfers 
to controlled corporations prior to liquidation of the transferor. In 
such cases, stockholders presumably are conscious of the tax conse- 
quences of their plan.” Under the decided cases a reorganization 
would result even though the assets transferred were non-business 
assets.” Presumably, however, a de minimis rule would apply so that 
transfers of only minor assets to a controlled corporation would not 
give rise to a reorganization. However, an indication to this ef- 
fect would seem desirable.” 

The situation of stockholders who receive property in liquidation 
and thereafter transfer a part of it to a corporation controlled by 
them might prove more troublesome. It would seem that the only 
defense such stockholders would have to a claim that the transfer 
resulted in a reorganization would be that the transfer was not part 
of the plan of liquidation but was an afterthought. It might be diffi- 
cult, however, to persuade the Commissioner and the courts that a 
subsequent transfer was not made pursuant to the plan of liquida- 
tion if stockholders who owned substantial interests in the liquidat- 
ing corporation participate. 

70 Problems may arise, however, in the case of assets that cannot be sold or distributed 
in liquidation, e.g., tax refund claims. Presumably, such assets might be retained by the 
trustees in liquidation for the purpose of collecting thereon and distributing the proceeds, 
This matter might well be clarified, however, particularly in view of the statement in the 
Report that the requirement of liquidation ‘‘will prevent any retention of assets in the 
transferor corporation if the transaction is to qualify under (D).’’ (Advisory Group’s Re- 
port, p. 66.) 

71 Compare Becher vy. Comm’r, 221 F.2d 252 (2d Cir. 1955), with Standard Realization 
Co., 10 T.C. 708 (1948). 

72 Cf. Senate Finance Committee’s Report on the requirement of section 355(b) (1) (B) 
of the 1954 Code that a distributing corporation have ‘‘no assets’’ other than the stock 
or securities of the controlled corporations to be distributed. The Report stated: ‘‘It 
is assumed that in connection with the requirement of ‘no asset’ a de minimis rule will be 


applied.’’ S.Rep. No. 1622, 83d Cong., 2d Sess. 268 (1954). This statement is reflected in 
the Regulations under section 355 (1954). Reg. Sec. 1.355-4(a) (2) (1955). 
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The requirement of a plan would seem analogous to the provi- 
sions of the collapsible corporations statute,” which depend for 
their application upon whether a corporation is formed or availed 
of ‘‘ with a view to’’ certain action deemed to involve tax avoidance. 
The Regulations under the collapsible corporations statute provide 
that a case is within the statute if the prescribed action was ‘‘con- 
templated by those persons in a position to determine the policies 
of the corporation, whether by reason of owning the majority of the 
voting stock of the corporation or otherwise.’’ ™* It appears prob- 
able that a similar interpretation would be given to the plan require- 
ment of the bill. A dominant stockholder therefore might be the 
source of a plan of reorganization affecting other stockholders with- 
out their knowledge or consent. But, unlike the collapsible corpora- 
tions provisions, the proposed statute would not cause a dominant 
stockholder’s intentions to operate to the detriment of minority 
stockholders in any case in which they did not in fact participate in 
a reincorporation. Even though a reorganization occurred, their ex- 
changes should ‘‘have the effect of a distribution in redemption of 
stock under section 302(b)’’ and therefore would be treated as such 
under the proposed revision of the boot provisions. 

It would seem, therefore, that the proposed revision of the defini- 
tion of a (D) reorganization would not work unfairly so far as tax- 
payers are concerned. It may be suggested, however, that taxpayers 
could take advantage of the definition in order to circumvent the 
requirement of the proposed (C) definition that at least 50 per cent 
of the consideration consist of stock of the acquiring corporation. 
Thus, a corporation proposing to acquire the assets of another cor- 
poration might arrange to have its controlling stockholders, or its 
parent corporation, make a small investment in the stock of the other 
corporation for the purpose of satisfying the requirement of the 
proposed (D) definition that the transferor corporation or ‘‘one or 
more of its shareholders”’ be in control of the acquiring corporation 
immediately after the transfer.” 


73 L.R.C. § 341 (1954). 

74 Reg. Sec. 1.341-2(a) (2) (1955). See MacLean, Collapsible Corporations—The Stat- 
ute and Regulations, 67 Harv. L. REv. 55, 60 (1953). For a discussion of the cases relat- 
ing to the question when transactions will be considered part of the same plan, see Mintz 
and Plumb, Step Transactions in Corporate Reorganizations in PROCEEDINGS OF NEw YORK 
UNIVERSITY TWELFTH ANNUAL INSTITUTE ON FEDERAL TAXATION 247 (1954). 

75 A purchase by the acquiring corporation of shares of stock of the transferor would 
not serve the same purpose as a purchase by the controlling stockholders of the acquiring 
corporation, because after the liquidation of the transferor was complete the acquiring 
corporation could not be considered as in control of itself. Cf. Advisory Group’s Report, 
p. 68. It seems probable that the courts would disregard an insubstantial stock interest 
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The phrase ‘‘one or more of its shareholders’’ is carried over from 
the present definition of a (D) reorganization.“* Under the 1939 
Code a (D) reorganization occurred only if immediately after the 
transfer of all or part of a corporation’s assets to another corpora- 
tion ‘‘the transferor or its shareholders or both’’ were in control of 
the transferee corporation. The 1954 Code changed the wording to 
require that after the transfer ‘‘the transferor, or one or more of its 
shareholders (including persons who were shareholders immedi- 
ately before the transfer), or any combination thereof’’ be in con- 
trol of the transferee corporation.” 

There is nothing in the legislative history of the 1954 amend- 
ments to suggest that Congress intended thereby to remove (D) re- 
organizations from the application of the continuity-of-interest rule 
developed by the courts in connection with reorganizations gener- 
ally.** The apparent purpose of the amendments was to alter the 
rule of certain cases holding that the (D) definition was not satis- 
fied where a corporation transferred a portion of its assets to a sub- 
sidiary in exchange for its stock and thereafter, pursuant to plan, 
exchanged that stock for all the stock of one or more of its share- 
holders. Such a transaction, said the courts, did not comply with 
the requirements of a (D) reorganization because after completion 
of the transaction the persons in control of the transferee corpora- 
tion were not at that time stockholders also of the transferor cor- 
poration.” 


acquired in the transferor merely as a step in a plan to acquire the transferor’s assets, 
particularly where the transaction was designed to avoid the 50 per cent-stock considera- 
tion requirement of the (C) definition. But where a substantial stock interest in the trans- 
feror was acquired at a time when there was no assurance that the asset transfer would 
be made, a (D) reorganization would not seem to be precluded. Cf. Comm’r v. National 
Bellas Hess, Ine., 220 F.2d 415 (8th Cir. 1955); American Bantam Car Co., 11 T.C. 397 
(1948), aff’d, 177 F.2d 513 (3d Cir. 1949), cert. denied, 339 U.S. 920 (1950). 

76 See note 29 supra. 

77 In lieu of the parenthetical clause contained in the present definition, the bill would 
substitute a provision to the effect that the term ‘‘shareholders’’ as used in the definition 
of a (D) reorganization ‘‘includes persons who were shareholders immediately before the 
transfer or immediately before the liquidation referred to therein.’’ Proposed § 368(a) 
(2) (D). 

78 S.Rep. No. 1622, 83d Cong., 2d Sess. 50, 266-267, 274 (1954). The Finance Committee 
Report illustrates the effect of the revisions of the statute by an example of a division of 
the two businesses of corporation A between its two stockholders, by the distribution of 
the stock of one transferee corporation to one stockholder and the stock of the other trans- 
feree to the other stockholder, as to which transaction the Report observes (p. 274): ‘*The 
distributions qualify under section 355. The transfer of the properties by A is a reorgani- 
zation under subparagraph (D).’’ 

79 See Frank W. Williamson, 27 T.C. 647 (1957), and cases cited at 660. See also Lyons, 
supra note 21, at 241, 
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Since the only purpose of Congress in revising the (D) definition 
in this respect was to enable stockholders to split up properties of a 
corporation among corporations controlled by different groups of 
stockholders, it would seem reasonable to conclude that Congress 
did not intend by the revised definition to accord reorganization 
status to transactions that had the effect of eliminating any sub- 
stantial continuing interest of stockholders of the transferor as a 
group in the properties transferred.” 

Although the continuity-of-interest rule may be satisfied in a (D) 
reorganization where stock of the acquiring corporation represents 
something less than 50 per cent of the consideration received by the 
stockholders of the transferor as a group, the rule should suffice to 
guard against serious avoidance of the consideration requirements 
of the proposed (C) definition.*' Since under the structure of the bill 
the principal function of the (D) definition is to guard against rein- 
corporations, it would seem preferable that the definition depend 
for its application upon the somewhat vague test of continuity-of- 
interest rather than upon a fixed minimum standard. Such a stand- 
ard might afford taxpayers a line which they could cross or not cross, 
according to whether they desired reorganization or liquidation 
treatment to be accorded their transactions. 

(b) The definition of ‘‘control.’’ Under the bill reorganization 
treatment will not result unless the acquiring corporation is con- 
trolled by one or more stockholders of the liquidating corporation. 
For this purpose ‘‘control’’ is defined in proposed section 368(c) of 
the bill in the same manner as in the corresponding section of the 
1954 Code, namely, ownership of 80 per cent of the combined voting 


80 See Cohen, Silverman, Surrey, Tarleau and Warren, The Internal Revenue Code of 
1954: Corporate Distributions, Organizations, and Reorganizations, 68 Harv. L. REv. 393, 
419 (1955). Compare Reg. Sec. 1.368-1(b) (1955) with Reg. Sec. 1.368-2(a) (1955), Reg. 
Sec. 1.368-2(g) (1955), and Reg. Sec. 1.355-2(e) (1955) (‘‘Section 355 contemplates 
... a continuity of interest in all or part of such business enterprise on the part of those 
persons who, directly or indirectly, were the owners of the enterprise prior to the distribu- 
tion or exchange.’’ (emphasis added) ). 

81 The 50 per cent-stock consideration test that the bill would incorporate in the (C) 
definition of a reorganization would appear to coincide with the continuity-of-interest 
test that the Internal Revenue Service is understood to apply in ruling upon prospective 
statutory mergers. The continuity-of-interest rule has apparently proved adequate to pre- 
vent a statutory merger from qualifying as a reorganization when the transaction involved 
was essentially a sale. See Darrell, The Use of Reorganization Techniques in Corporate 
Acquisitions, 70 Harv. L. Rev. 1183, 1207-1208 (1957); McDonald and Willard, Taz 
Free Acquisitions and Distributions in PROCEEDINGS OF NEW YorK UNIVERSITY Four- 
TEENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 859, 862-868 (1956) ; cf. W. H. Tru- 
schel, 29 T.C, No. 47 (1957) ; Ralph M. Heintz, 25 T.C. 132 (1955). But see Hellerstein, 
Mergers, Taxes, and Realism, 71 Harv. L. Rev. 254, 260-261 (1957). 
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power of all classes of stock entitled to vote and 80 per cent of the 
total number of shares of all other classes of stock. Therefore, in 
any case in which the stockholders of a corporation can persuade 
friendly interests to subscribe to 21 per cent of an issue of stock of 
the acquiring corporation, the stockholders could insure against re- 
organization treatment.* 

It seems doubtful whether the purposes of the bill should be so 
easy to thwart. A closely analogous problem is the applicability of 
present section 337 to liquidations in which a portion of the stock- 
holders have a continuing interest in the business formerly con- 
ducted by the liquidating corporation. The Commissioner, it is un- 
derstood, takes the position that a complete liquidation does not 
occur within the meaning of section 337 if the stockholders of the 
liquidating corporation have as much as a 50 per cent stock interest 
in the continuing corporation.® It would seem reasonable to adopt a 
like test in the bill. More specifically, the bill might define control for 
the purposes of a (D) reorganization in terms of ownership of more 
than 50 per cent of the voting stock and 50 per cent of all other 
classes of stock of a corporation, excluding, however, non-voting 
stock which is limited and preferred as to dividends.* 

(c) The effect of the proposed provisions on the application of 
section 337 to liquidations. As a consequence of the broad definition 
of a (D) reorganization, the bill might have the effect of depriving 
corporations of the benefits of section 337 in certain cases where it 
would seem that this result was not intended. To illustrate, assume 
that a corporation adopts a plan of complete liquidation, pursuant 
to which it sells part of its assets, say, 55 per cent, and distributes 
the proceeds of the sales to the holders of 55 per cent of its stock; 
thereupon it distributes its remaining property in kind to the hold- 
ers of the balance of its stock, who contribute the property to a cor- 
poration controlled by them. If the transfer was part of the plan of 
liquidation, the transaction would cualify as a reorganization under 
the bill. As a result, the Commissioner might take the position that, 
a reorganization having occurred, the provisions of section 337 were 
inapplicable to the liquidating corporation and that a tax is payable 


82 Cf. Austin Transit, Inc., 20 T.C. 849 (1953). 

83 The Commissioner has published a ruling in which it was held that the complete 
liquidation requirement of section 337 was met in a case in which the holders of 80 per 
cent of the stock of a liquidating corporation owned 45 per cent of the stock of the con- 
tinuing corporation. Rev. Rul. 56-541, 1956-2 Cum. BuLL. 189. 

84 Compare the definition of ‘‘control’’ contained in proposed § 302(¢)(2)(D) of the 
bill. 
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by it upon its gains from the sales. In view of cases like Lewis,™ it 
would be difficult under the bill to maintain that section 337 ap- 
plied.** The Commissioner’s position would derive further support 
from the fact that section 337 does not apply to partial liquidations. 

A similar problem would be presented in cases in which one or 
more stockholders of a liquidating corporation desired to purchase 
a part of its assets. If they made the purchase through a new cor- 
poration organized for that purpose, then in view of the holding in 
the Liddon case and similar cases,” a reorganization could occur 
notwithstanding the fact that the transfer to the new corporation 
took the form of a sale for cash. Under the provisions of the bill 
this problem would arise if a stockholder, even though owning only 
a minority interest, organized a corporation that purchased prop- 
erty from the liquidating corporation or purchased for his own ac- 
count and subsequently contributed the property to a corporation 
controlled by him. Furthermore, as discussed below, the bill might 
be construed as requiring reorganization treatment even where a 
stockholder caused a going corporation controlled by him to make 
the purchase for its account, with funds that it had not obtained 
from him or on his credit.** 

Under the bill, therefore, it would be-advisable in any liquidation 
to which section 337 was intended to apply that no sales be made to 
stockholders or corporations controlled by them whenever it might 
be contended that such sales and the liquidation were related parts 
of a plan.*® 

It would seem desirable that the bill provide a rule by which cor- 
porations and their stockholders might govern themselves so that, 
within limits, the liquidation of a corporation could be brought 
within the provisions of section 337, notwithstanding that some 


85 Lewis v. Comm’r, supra note 15. 

86 The purpose of section 337 is to eliminate the payment of taxes by both a corporation 
and its stockholders on gains attributable to sales in the course of liquidation. It seems 
doubtful therefore that the policy of the statute extends to transactions in which gains to 
stockholders are not fully recognized. See MacLean, Taxation of Sales of Corporate Assets 
in the Course of Liquidation, 56 CoLum. L. REv. 641, 655 (1956). 

87 Liddon v. Comm’r and other cases cited, supra note 20. Under the 1954 Code the 
Liddon line of cases would be applicable only if the purchasing corporation were to 
acquire substantially all of the properties of the corporation being liquidated. 

88 Cf. cases cited in notes 23 and 24 supra. 

89 In the case of sales by an insolvent corporation to a corporation organized by one or 
more of its stockholders, the desire of the purchaser would often be to obtain a carry-over 
basis. See Helvering v. Alabama Asphaltic Limestone Co., 315 U.S. 179 (1942) ; Mascot 
Stove v. Comm’r, 120 F.2d 153 (6th Cir. 1941), cert. denied, 315 U.S. 802 (1942). But ef. 
Helvering v. Southwest Consolidated Corp., 315 U.S. 194 (1942). The provisions of the 
bill might facilitate this result. b 
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assets were transferred, directly or indirectly, to corporations con- 
trolled by stockholders of the liquidating corporation. A rule of this 
kind would be even more important if, as suggested above, the bill’s 
definition of control were changed, for the purpose of (D) reorgani- 
zations, to require ownership of only 50 per cent of a corporation’s 
stock. Perhaps such a rule could best be provided by revising section 
337 to provide that a complete liquidation within the meaning of that 
section shall be deemed to occur, notwithstanding that assets of the 
corporation are transferred to corporations controlled by stockhold- 
ers of the liquidating corporation, unless a stated proportion of par- 
ticular types of business assets of that corporation are transferred 
to corporations so controlled.” 


(2) The Bill’s Provisions With Respect to Boot in (D) Reorgan- 
izations 


(a) Reincorporations through capital contributions or sales. The 
boot provisions of the bill are intended to be equally applicable to 
(D) reorganizations whether the transfer of assets is made by a cor- 
poration prior to its liquidation or by its stockholders thereafter. In 
a case where a corporation transfers property to another corpora- 
tion for its stock and then liquidates, property to be treated as boot is 
clearly distinguishable under the bill from property permitted to be 
received without the recognition of gain. The language of the bill 
does not make this distinction equally clear, however, in a case where 
a corporation liquidates and its stockholders thereafter transfer a 
part of the property to another corporation controlled by them. 

Section 356(a)(2) of the bill provides that if the property ‘‘re- 
ceived’’ in an exchange pursuant to a (D) reorganization ‘‘consists 
entirely of other property or money,’’ then no gain or loss shall be 
recognized to the recipient ‘‘except to the extent provided in subsec- 
tion (b)’’ relating to the treatment of boot. The Advisory Group’s 
Report shows * that proposed section 356(a) (2) is intended to refer 
to the exchange of stock of the liquidating corporation for the prop- 
erty received in liquidation. The Report further shows that the 


90 There would seem to be no reason in principle why a partial liquidation should not 
be entitled to the benefit of present section 337 with respect to property that is sold and 
also be subject to the reorganization provisions with respect to property that is reincorpo- 
rated. It has been suggested heretofore that section 337 might logically be extended to in- 
clude partial liquidations in which the assets of ‘‘a trade or business’’ are sold and the 
proceeds distributed. See MacLean, supra note 86, at 674. Whether the unsold assets are re- 
tained in the corporation or transferred to a controlled corporation would not seem ma- 
terial. 


91 Advisory Group’s Report, p. 54. 
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purpose of the bill was to exclude from classification as boot any 
portion of the property received by a stockholder that, pursuant to 
the plan, was transferred to a corporation controlled by him. How- 
ever, the bill literally does not make the exclusion intended because 
subsection (b) of proposed section 356 is in terms applicable to all 
the ‘‘other property or money received in exchange for stock.’’ It 
would seem that the bill should be revised in this respect.°*” 

Difficulty may be encountered in such revision, however, if it is 
intended by the bill to extend reorganization treatment to cases in 
which an acquiring corporation purchases property either from the 
liquidating corporation or from stockholders of that corporation 
who control the transferee. The possibility that the bill might apply 
to such cases is suggested by the fact that the bill in terms would 
apply to transactions in which no stock of the transferee is re- 
ceived.* However, any endeavor to accord reorganization treatment 
to cases in which a corporation purchases property with its own 
funds, as distinguished from cases like Liddon where the stock- 
holders supplied the acquiring corporation with the purchase price, 
would seem to involve extraordinary complications.” It may be 
preferable, therefore, to exclude from reorganization treatment 
cases in which, pursuant to a plan of liquidation, properties of a 
liquidating corporation are acquired by purchase by another cor- 
poration and to deal with such cases by extending the rules of sec- 
tion 304 thereto.” 


92 Presumably, the bill was intended to accord non-recognition treatment only to that 
property received in a liquidation which, pursuant to the plan, is transferred to a con- 
trolled corporation (by way of capital contribution or otherwise) and which exceeds in 
net value any property so transferred to any other controlled corporation. Cf. proposed 
§ 356(f). 

93 The only illustrations given in the Report are of cases in which a ‘‘ gratuitous’’ 
transfer is made to the controlled corporation, ‘‘either prior to the liquidation of the 
transferor . . . or by the stockholders of the transferor thereafter.’’ Advisory Group’s 
Report, p. 54. 

94 The teasing questions involved become apparent from an attempt to apply reorganiza- 
tion consequences in the following example: Assume that 4 owns 30 per cent of the stock 
of X corporation and all the stock of Z corporation; that unrelated stockholders own the 
balance of the stock of X ; that X has two assets, to wit, a business property, with a basis 
of $10,000 and a value of $40,000, and shares of stock representing a minority interest in 
Y corporation, with a basis of $20,000 and a value of $60,000; that X adopts a plan of 
liquidation pursuant to which it sells the business property to Z for $40,000 cash, none 
of which was obtained from, or on the credit of, 4; that after the sale, X distributes the 
proceeds of sale pro rata to its stockholders, together with the stock of Y, and that A as 
a 30 per cent stockholder of X receives $12,000 in cash plus stock of Y worth $18,000. 
Quaere if the sale to Z were considered to involve a reorganization, how much boot would 
A be considered to have received? To what extent, if any, would X realize gain on the 
sale? What would be Z’s basis for the property purchased ? 

95 See discussion p. 418 supra. 
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(b) Non-pro rata distributions. Where the assets of a corpora- 
tion are divided so that one stockholder receives only stock in a con- 
tinuing corporation and another stockholder receives stock plus 
cash, the principal problem presented will be whether the receipt 
of cash ‘‘has the effect of’’ a distribution of a dividend or of a distri- 
bution in redemption of stock under section 302(b). The Report ex- 
plains * that in determining whether a distribution has the effect of 
such a redemption of stock, the revised attribution rules of section 
318 are intended to be applicable and that the substantially dispro- 
portionate test of section 302(b) (2) is to be applied ‘‘ with reference 
to the percentages of stock holdings in... the transferor corpora- 
tion.’’ It seems likely, however, tha* other problems would be intro- 
duced by the new ‘‘effect’’ tests that may not have been antici- 
pated.” 

If the assets of a corporation are transferred either before or 
after liquidation to two or more corporations in exchange for their 
stock, which is then distributed pro rata among the stockholders of 
the liquidating corporation in a transaction not qualifying under 
section 355, the literal effect of the boot provisions of the bill is plain. 
Proposed section 356(f) provides that only the stock of a corpora- 
tion, a party to a reorganization, that has the highest market value 
of the stocks of any such corporation received in the exchange shall 
be received without recognition of gain. 

Assume, however, that the assets of a corporation are distributed 
to its two stockholders, so that one receives a greater share of the 
business assets and the other receives a greater share of the cor- 
poration’s marketable investments, and that thereafter each group 
of assets is separately reincorporated. If the value of the stock of the 
investment corporation received by the second stockholder is greater 
than the value of the business corporation stock he received, the bill 
in terms provides that the investment corporation’s stock would be 
received by him without the recognition of gain and that the busi- 
ness corporation’s stock would be taxable to him as boot. 


96 See Advisory Group’s Report, pp. 55-56. 

97 It is not clear, for example whether the limitations of present section 302(c) (2) with 
respect to the acquisition of an interest in the distributing corporation are intended to 
apply to a case coming within proposed section 356(b) (1) (A) (ii) where the property 
received in the exchange consists entirely of ‘‘other property or money.’’ If so, the pro- 
visions of the bill affecting the operation of proposed section 302(¢) (2) may need revision. 
Proposed section 302(¢)(2)(D) refers to proposed section 381(a), which depends for its 
operation in a (D) reorganization upon proposed section 361. In order to make proposed 
section 302 (¢) (2) applicable where only other property or money is received by a share- 
holder, it may be desirable to conform proposed section 361 to the language of proposed 
section 356 (a) (2) (B). 
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If this analysis of the bill is correct, then it would seem that if one 
stockholder received only stock in the investment corporation and 
the other stockholder received only stock in the business corpora- 
tion, they each would be entitled to non-recognition treatment. Sec- 
tion 354 of the bill would apply because each stockholder would have 
received, pursuant to the plan, stock in only one corporation a party 
to the reorganization.”® 

Although the language of the proposed bill leads to this conelu- 
sion, the result is somewhat surprising in view of the intention of 
the Advisory Group that no division of a corporation among its 
stockholders should be accomplished without the recognition of gain 
or loss under the reorganizatign sections unless the division quali- 
fies under section 355. This intention is clearly evident from the dis- 
cussion in the Advisory Group’s Report of the provision proposed 
to be added to section 355, permitting a transaction to qualify under 
section 355 even though it does not meet the active-business or other 
tests if it is established to the satisfaction of the Secretary or his 
delegate that the distribution is not in pursuance of a plan having 
as one of its principal purposes the avoidance of federal income 
taxes. The purpose of the new provision is illustrated in the Report 
as follows: 

... For example, even if the controlled corporation and the distributing 
corporation are not engaged in separate businesses, the Secretary or his dele- 
gate might find that a division of a single business qualifies under section 355, 
particularly where after the division certain stockholders will own stock in 
only one of the corporations and the remaining stockholders will own only 
stock in the other corporation. Permitting some latitude in administration of 
the section should serve to prevent a rigid interpretation of the requirements 
of clause (i). 


It seems possible, therefore, that it is intended by the bill to pro- 
vide that the highest value stock distributed in a (D) reorganization, 
rather than the highest value stock received by a particular share- 
holder, should be received without the recognition of gain or loss 
and that any stock distributed that had a lower value should be taxed 
as boot. Thus, in the example given above, if the total value of the 
stock of the investment corporation was less than the total value 
of the stock of the business corporation, the investment corpora- 
tion’s stock would constitute boot in the hands of any recipient, even 
though it was the only stock of a party to the reorganization received 
by him. However, where a stockholder received only stock of the 


98 See note 61 supra. 
99 Advisory Group’s Report, pp. 52-53. 
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investment corporation, presumably it would be taxed to him, pur- 
suant to proposed section 356(b) (1), as a distribution in redemption 
of his stock.’ 

If the bill is modified to make the determination of the highest 
value stock referable to the stock distributed, it would seem that 
stockholders proposing to make a non-pro rata division of a cor- 
poration’s assets would often be able to determine which of them 
should be accorded non-recognition treatment. They might do this 
by allocating assets for the purpose of making the stock of one 
transferee corporation more or less valuable than the stock of others 
and by distributing more or less of that stock to some stockholders 
than to others. This might be done on the basis of fair values and 
without any element of gift. Thus, in cases where a corporation is 
controlled by a family group, it might be possible to arrange for real 
estate investments, for example, to be distributed in the form of the 
highest value stock chiefly, or perhaps exclusively, to the older gen- 
eration, with the intention that the stock should be held by them 
until after their deaths, following which it could be sold without 
income tax costs.’°! Such tax avoidance possibilities might not be 
sufficiently serious, however, to outweigh the desirability of provid- 


100 If the bill were to adopt a test based upon the highest value stock distributed, draft- 
ing complexities might be presented by an endeavor to deal with cases in which assets 
distributed in liquidation are transferred, by way of capital contribution or otherwise, to 
two or more controlled corporations by a stockholder or stockholders of the liquidating 
corporation. Presumably, the bill would acevrd non-recognition treatment only to that 
property which, pursuant to the plan, is transferred to any corporation controlled by any 
stockholder or stockholders of the liquidating corporation the net value of which exceeds 
that of any other such property so transferred to any other corporation controlled by any 
stockholder or stockholders of the liquidating corporation. See note 92 supra. 

101 Assume, for example, that two generations of a family each owned half of the stock 
of corporation X which, in addition to cash of $100,000, owned business assets worth 
$200,000 and investment assets worth a like amount. If the cash and investment assets 
were transferred to controlled corporation A and the business assets to controlled cor- 
poration B, the stocks of A and B would have a value of $300,000 and $200,000, respec- 
tively. If the older generation accepted stock of A of the value of $250,000 in exchange 
for their 50 per cent interest in X, no gain or loss would be recognized to them because 
the stock of A would be higher in value than the stock of B. The younger generation also 
would not recognize gain or loss on receipt of the balance of the stock of A (of a value 
of $50,000), but the stock of B (of a v.lue of $200,000), all of which would be received 
by them, would be boot in their hands, taxable under the rules of proposed section 
356(b) (1) (A). However, if the parties chose to transfer the cash to B instead of to 4A, 
the stock of B would have the higher value. In that event, the stock of A (of a value of 
$200,000) would be taxable to the older generation as boot, whereas the shares of B (of a 
value of $50,000), distributed to them, and the shares of B (of a value of $250,000), 
distributed to the younger generation, would be received without the recognition of gain 
or loss. 
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ing a rule that would prevent the use of a (D) reorganization for 
‘*bail-out’’ purposes in more usual cases. 


ConcLusIon 


The provisions of the 1954 Code are not adequate to deal with the 
problems of reincorporation. They appear to afford taxpayers op- 
portunities for obtaining liquidation treatment for transactions in- 
volving a continuation of substantially the same business in another 
corporation owned by the same stockholders. 

The Advisory Group has achieved a substantial measure of suc- 
cess in solving these problems in its proposed revision of the reor- 
ganization provisions. This revision, however, has created new prob- 
lems in cases of non-pro rata distributions, and in this respect the 
bill proposed by the Advisory Group should be changed in order to 
protect the rules of section 355. Also, further consideration should 
be given to the bill’s effect in situations involving a sale of properties 
of a corporation to a related corporation, and to the operation of 
section 337 in such cases. 








Some Tax Problems of 
Authors and Artists 


Warren S. SHINE 


O:: Constitution empowered Congress ‘‘To promote the Prog- 
ress of Science and useful Arts, by securing for limited Times to 
Authors and Inventors the exclusive Right to their respective Writ- 
ings and Discoveries.’’ 1 Some legal writers would equate this pro- 
vision with a mandate that authors and inventors receive exactly 
the same tax treatment, since they were granted equal constitutional 
dignity.” Whether or not such equation is well-founded in reason, 
the clear fact remains that Congress has, with seemingly increasing 
consistency, deemed otherwise.? Treatment here will be limited to 
three general areas in the field of taxation which particularly affect 
authors and artists. Part A, The Status of Copyrights and Artistic 
Works Under Federal Income Tax Laws, will refer to inventions 
only where the tax history of the two monopolies are inseparable. 
Part B, Spreadback of Income, and Part C, Gift of a Copyright or 
Artistic Work as a Deflection of Income to Donee, necessarily in- 
volve a discussion of some cases concerning patents and inventions, 
because present revenue statutes and cases still recognize their in- 
herent similarity in these areas.* 


A. Tuer Stratus or CopyricHts AND ArTIsTIC WorKS UNpER FEDERAL 
Income Tax Laws anv RELATED QUESTIONS 


1. Nora Caprrat Asset 


The Internal Revenue Code of 1954, as did its predecessors, de- 
fines a capital asset in terms of what it is not.’ Prior to 1950 the 


Warren S. SHINE (LL.B. 1952, Boston University Law School) is a member of the 
Massachusetts Bar. 

1 U.S. Const. art. I, § 8. Enacted thereunder is the copyright statute, 17 U.S.C. §§ 1-215 
(1952), granting exclusive rights to a literary or artistic work for 28 years, with an option 
to renew for a like period. 

2 Note, 70 Harv. L. Rev. 1419 (1957) ; Pilpel, Developments in Tax Law Affecting Copy- 
rights in 1954, 33 TAxEs 271 (1954). 

8 See I.R.C. §§ 174, 1235, and 1304 (1954), granting favorable treatment to inventors, 
but without counterpart for authors and artists. 

4 See, for example, I.R.C. § 1302 (1954). 

5 I.R.C. § 1221 (1954) ; ILR.C. § 117(a) (1) (1939). 
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definition did not specifically exclude a copyright or artistic work, 
so that the fruit of an author’s or artist’s labor was potentially a 
capital asset unless excluded as ‘‘... property held by the taxpayer 
primarily for sale to customers in the ordinary course of his trade 
or business.’’*® Professional authors with a history of published 
works behind them had difficulty in establishing that they were not 
regularly in the business of creating and selling such property.’ 
Receipts from the sale of their writings were taxed as ordinary in- 
come.® But if the taxpayer exercised a degree of ingenuity, he some- 
times succeeded in preserving his ‘‘amateur status’’ and so achieved 
capital gains treatment.? Such was the good fortune of Kathleen 
Winsor, author of Forever Amber.” The Court of Claims consid- 
ered her an amateur because the book was written without publica- 
tion in mind (and without forethought to movie rights), even though 
at the time of suit she had published a second book. Another tax- 
payer, the creator of Henry Aldrich, made the mistake of describing 
himself as a playright in his tax return, which sufficed to support a 
finding that he was a professional writer even though the play in 
question was the only one he had ever written.” Pre-1950 tax advice 
cautioned writers to minimize accomplishments in a particular 
medium or field in order that the finished product stand as an iso- 
lated venture.” Another tax-saving device available was a gift of 
the artistic work to a member of the artist’s family, who could then 
sell it, and as one not regularly in that business treat the proceeds 
as a capital gain.” 

Much of the above became history in late 1950, when Congress 
amended the definition of capital asset by also excluding therefrom 
a copyright or artistic work held by (1) a taxpayer whose personal 
efforts created such property, or (2) a taxpayer in whose hands 
basis is determined by reference to the creator’s basis (.e., a 


6 T.R.C. § 117(a) (1) (1939). 

7 Goldsmith v. Comm’r, 143 F.2d 466 (2d Cir. 1944), cert. denied, 323 U.S. 774 (1944) ; 
Fields v. Comm’r, 189 F.2d 950 (2d Cir. 1951). For a leading case concerning the same 
issue as applied to inventors, see Harvey T. Avery, 47 B.T.A. 538 (1942). 

8 Fields v. Comm’r, supra note 7. 

9 For an interesting case involving a world-famous portrait painter, see Estate of Doug- 
las Chandor, 28 T.C. 721 (1957), in which capital gains treatment was allowed the artist on 
the sale of a ‘‘study’’ of Winston Churchill, originally painted as part of a portrait of 
‘<The Big Three.’’ 

10 Herwig v. United States, 105 F.Supp. 384 (Ct.Cl. 1952). 

11 Goldsmith v. Comm’r, supra note 7. 

12 Casey, Sale of Patents, Copyrights and Royalty Interests in PRocEEDINGS OF NEW 
York UNIVERSITY SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 383 (1948). 

13 GITLIN AND WoopWAkD, Tax ASPECTS OF PATENTS, COPYRIGHTS, AND TRADEMARKS 
(Practising Law Institute, rev. ed. 1954). 
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donee).’* There can be little doubt as to Congressional motivation 
—Senate and House Committee Reports refer to huge profits made 
by amateur authors which were taxed at capital gains rates, an ob- 
vious reference to the widely-publicized one million dollars received 
by amateur author Eisenhower on the sale of his war memoirs.” 
This they considered a loophole, and one that required tight plug- 
ging.’® At the same time, Congressional ire was roused at the suc- 
cessful efforts of entertainers and others in achieving, by means of 
ingenious corporate devices," capital gains treatment on the sale 
of what amounted to their personal services. Unquestionably, such 
publicized transactions have a disturbing effect on some taxpayers, 
who sense that somebody is getting away with something, and so 
Congress moved in several directions to plug the holes.** 

The Revenue Act of 1942 had provided that a taxpayer could 
treat gain from the sale of depreciable property used in his trade or 
business as a capital gain.’® Prior to that time, gain from a sale of 
such assets resulted in ordinary income, because they were excluded 
from the definition of capital asset.?° But when an author sought to 
avail himself of the relief provided under that Act, he learned that 
his writings were not used in his trade or business but were held 
for sale and so could not qualify for the capital gains status under 
the Act.” The Court suggested that the only assets used in the au- 
thor’s business were writing tools, paper, etc., and perhaps literary 
works of others purchased for exploitation of dramatic rights.” The 
loophole-plugging Revenue Act of 1950 also dispelled any doubts on 
this issue, for it amended section 117(j) of the 1939 Code (section 
1231(b)(1)(C) of the 1954 Code) to exclude a copyright or artistic 
composition from the definition of depreciable property used in a 
taxpayer’s trade or business. 

Clearly, the author or artist today, whether professional or ama- 


1464 Srat. 933 (1950), adding I.R.C. § 117(a)(1)(C) (1939), now I.R.C. § 1221(3) 
(1954). 

15 §.Rep. No. 2375, 81st Cong., 2d Sess. 83-84 (1950); Note, 70 Harv. L. Rev. 1419, 
1423 (1957). 

16 Ibid. Rosenbaum, Entertainer’s Corporations and Capital Gains, 12 Tax L. REv. 33 
(1956). 

17 For an analysis of Congressional success in this area, see Mintz, Entertainers and 
Capital Gains Taxation, 4 Tax L. Rev. 275 (1949) ; Miller, Capital Gains Taxation of the 
Fruits of Personal Effort: Before and Under the 1954 Code, 64 Yate L.J. 1 (1954). 

18 For the capital gains success achieved by Groucho Marx through the medium of a sale 
of his partnership, see Julius H. (Groucho) Marx, 29 T.C. No. 13 (1957). 

19 Revenue Act of 1942, adding I.R.C. § 117(j) (1939), now I.R.C. § 1231 (1954). 

20 Leo M. Harvey, 6 TCM 312, aff’d, 171 F.2d 952 (9th Cir. 1949). 

21 Fields v. Comm’r, 189 F.2d 950 (2d Cir. 1951). 

22 Id. at 951. 
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teur, cannot receive capital gains treatment upon the direct sale of 
his works.” Nor is such favored position available to one taking his 
basis from the creator’s basis, that is, his donee. But to an author’s 
vendee and to his heirs or legatees, whose basis is not dependent on 
that of the author or artist, a copyright or artistic work apparently 
still is a capital asset.** The author and artist must, if they desire 
relief, look to Congress, which was successfully persuaded in the 
case of inventors.” To obtain reversal of Congressional policy as 
expressed in 1950 would seem to be a large task, but since the origi- 
nal purpose for the preferential treatment of capital gains—entice- 
ment of risk capital—was absent in the relief granted to inventors, 
it would seem that an equally compelling argument could be made 
for the author and artist. 


2. DivisiBILity oF A CoPpyRIGHT OR LirERARY COMPOSITION 


The question of divisibility has been particularly irksome to the 
courts, probably because it has appeared, and has been decided, in 
different contexts. Under general copyright law, apart from tax 
implications, it has long been held that a copyright is a bundle of 
separate but indivisible rights and that a transfer of less than all 
such rights is not a sale of property but merely a license to use.”* 
Even though the cases in this area had been concerned only with the 
procedural question whether suit for copyright infringement could 
be maintained by one receiving less than the entire ‘‘bundle,’’ the 
Commissioner nevertheless ruled in 1933 that a copyright was not 
divisible for tax purposes.*’ The issue was of some concern to 
authors in the pre-1950 days (when a copyright was not excluded 
per se from the definition of capital asset), because it was obvious 
that the various rights to a literary work or artistic composition 
could be exploited by different industries. An author may assign 


23 But see Rev. Rul. 55-706, 1955-2 Cum. BuLu. 300, in which it was held that the sale of 
200 movie films was not excluded from capital gains treatment even though they were copy- 
righted property, since a movie was deemed not the result of the personal efforts of an in- 
dividual, but rather the fruition of a multiplicity of skills and a considerable expenditure 
of capital. 

24 Basis to a purchaser is cost (I.R.C. § 1012 (1954) ), and to an heir or legatee it is fair 
market value at the time of decedent’s death or on the alternative date (I.R.C. § 1014(a) 
(1954). Illustrative of the former are Fred MacMurray, 21 T.C. 15 (1953), and Anatole 
Litvak, 23 T.C, 441 (1954). 

25 Note, 70 Harv. L, Rev. 1419, 1423 (1957). 

26M, Witmark & Sons v. Pastime Amusement Co., 298 Fed. 470 (E.D.8.C. 1924), aff’d, 
2 F.2d 1020 (4th Cir. 1924). 

27 .T, 2735, XII-2 Cum. Buu. 131 (1933), reversing I.T. 2169 IV-1 Cum. Butt. 13 
(1925). 
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exclusive serial rights to one publisher, book rights to another, and 
perhaps dramatic rights to the movie or television industries. If a 
transfer of the exclusive rights to one medium constitutes only a 
license, then the proceeds from the transfer are ordinary income; 
if the transfer can qualify as a sale of property, then the proceeds 
may be treated as a capital gain. The Court of Appeals for the 
Second Circuit, in construing the predecessor of section 1221 of the 
1954 Code, held that the transfer of movie rights alone could be a 
sale and thus supported the theory of divisibility.7* Judge Learned 
Hand said that it should not ‘‘... unduly strain the meaning of ‘sale’ 
to make it include an exclusive license.’’ *® 

But the issue of divisibility soon became clouded as the courts 
were called upon to decide the question in another context. Earlier 
revenue statutes provided for the taxation of gross income of non- 
resident aliens derived from sources within the United States, in- 
cluding gain from the sale of personal property, ‘‘... rents... or 
other fixed or determinable annual or periodic gains.’’ *° Because 
of the practical difficulties encountered in collection, these provi- 
sions were amended to exclude gain received from the sale of per- 
sonal property.** Soon non-resident alien authors were contending 
that a copyright was divisible and that a transfer of the exclusive 
rights to one medium (usually serial rights) was a sale of personal 
property. The issue was further complicated by the question whether 
a lump-sum payment to a non-resident alien author for serial rights 
could be considered as ‘‘ periodic gain’’ subject to taxation.” 

Sax Rohmer, creator of the Fu Manchu stories, and a non-resident 
alien, transferred exclusive serial rights to one of his stories to an 
American magazine, but reserved the rights to all other media. The 
Court of Appeals for the Second Circuit held that since the transfer 
consisted of less than the entire bundle of rights conferred by the 
copyright, it was not a sale of property and was therefore taxable as 
royalty income.** Judge Frank distinguished the Goldsmith case on 


28 Goldsmith v. Comm’r, supra note 7. 

29 Goldsmith v. Comm’r, supra note 7, at 468. However, as noted earlier in another con- 
nection, the Court did not allow capital gains treatment because the property was ‘‘held 
for sale to customers in the ordinary course of his business.’’ Contra: Irving Berlin, 42 
B.T.A. 668 (1940). 

30 Revenue Act of 1928, Sec. 119, later to become I.R.C. §§ 211(a)(1)(A) and 143 
(1939) (withholding provisions). 

31 H.R. Rep. No. 2475, 74th Cong., 2d Sess. 9 (1936). 

32 Rohmer v. Comm’r, 153 F.2d 61 (2d Cir. 1946), cert. denied, 328 U.S. 862; Wode- 
house v. Comm’r, 166 F.2d 986 (4th Cir. 1948) ; Estate of Alexander Marton, 47 B.T.A. 
184 (1942). 

33 Rohmer v. Comm’r, supra note 32. 
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the ground that it had construed divisibility under the capital asset 
section of the Code, whereas the instant case interpreted sections 
dealing with the taxability of non-resident aliens, the two areas dif- 
fering substantially in history and purpose. That distinction did not 
satisfy the Court of Appeals for the Fourth Circuit which, in a simi- 
lar case, deemed that the question of divisibility was susceptible of 
one answer in all cases.** Reviewing the custom and practice of the 
literary market and the structure of the Copyright Act, which lists 
separately the various media which are protected, the Court held 
that a copyright is divisible into separately-conveyable property 
rights. The Supreme Court reversed, the majority satisfying itself 
that Congress intended to tax the income under consideration, and 
not actually passing on the issue of divisibility, whereas the dissent 
aligned itself with the conclusion of divisibility per se by the Court 
of Appeals for the Fourth Circuit.* 

In spite of the uncertainty engendered by the Supreme Court de- 
cision, shortly thereafter the Tax Court, in a case involving an 
American author, ruled that an exclusive grant of motion picture 
rights was a sale; and the Court of Appeals for the Second Cireuit 
affirmed.*® The Court of Claims followed suit in the Herwig case, 
distinguishing the Rohmer and Wodehouse cases as applicable only 
to situations involving taxation of non-resident aliens.** Thereafter 
the Commissioner conceded that a copyright could be divisible for 
tax purposes, provided that the consideration for a transfer of less 
than the whole is a fixed sum and is not based on a percentage of 
future sales, nor payable over a period coterminous with the gran- 
tee’s use of the work.** 

This limitation on divisibility was recently upheld by the Court of 
Appeals for the Second Circuit in the Cory case.*® The poet-philoso- 
pher Santayana had made a gift of his unpublished autobiography 
to his secretary, Cory. The latter then granted to an American pub- 
lisher the exclusive rights to publish the manuscript in the United 
States and Canada in return for royalties to be measured by the 
future sales of the book. All other rights, including first serial and 


84 Wodehouse v. Comm’r, supra note 32. 

85 Wodehouse v. Comm’r, 337 U.S. 369 (1949). 

86 Joseph A. Fields, 14 T.C. 1202, aff’d, 189 F.2d 950 (2d Cir. 1951). The proceeds were 
taxed as ordinary income nonetheless, because the property was held for sale in the ordi- 
nary course of taxpayer’s business. 

37 See note 10 supra. 

38 Rey. Rul, 54-409, 1954-2 Cum. BULL. 174, reversing I.T. 2735, supra note 27. 

39 Cory v. Comm’r, 230 F.2d 941 (2d Cir. 1956), cert. denied, 352 U.S. 828 (1956). 
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foreign publishing rights, were retained by Cory. Judge Frank, 
speaking for the Court, said: *° 

We do not now decide that a transfer by a citizen of but a part of the bundle 
for a definite sum, or a transfer of the whole for an indeterminate sum, is a 
sale for purposes of Section 117 (of the 1939 Code, dealing with treatment of 
capital assets). We do hold that when, as here, the transfer is both (1) a trans- 
fer of a part of the cluster of rights and (2) for an amount wholly indeter- 
minable at the time of the transfer, no such sale oceurs. 


Yet it has been generally accepted that an assignment of a patent 
can qualify as a sale, even though the consideration is royalties 
based on the number of patented goods sold and is thus an amount 
‘wholly indeterminable at the time of the transfer.’’ *? And the 
same result was reached by the Tax Court in the case of an amateur 
author who transferred his entire interest in a manuscript in return 
for royalty payments based upon future sales. The Tax Court held 
that the mere fact that the consideration was not a fixed amount 
‘* .. does not suffice to transmute what would otherwise be a sale 
into a mere license.’’ ** There seems to be no sound reason for a 
contrary view. Nor did the Court in the Cory case have to equivocate 
with respect to a transfer of the exclusive right to one medium for 
a fixed price ; it had in several earlier cases decided that such a trans- 
action was a sale.** When the two factors are combined—less than 
the entire bundle and an indeterminate consideration—the Court 
seems sure that it cannot be a sale. The reasoning behind this is not 
clear, for the form of the consideration should not affect the nature 
of the transaction, any more than it should affect the nature of the 
property right conveyed. In any event, it is at least arguable that 
the Cory case should have turned only on the fact that there was a 
grant of less than an exclusive right to exploit one medium, because 
the book rights were limited to the United States and Canada. 


3. AuTHORS’ AND ARTISTS’ EXPENSES 


Self-employed taxpayers are permitted deductions from gross 
income for all the ordinary and necessary expenses paid or incurred 


40 Id. at 944. 

41 Watson v. United States, 222 F.2d 689 (10th Cir. 1955) ; Hofferbert v. Briggs, 178 
F.2d 743 (4th Cir. 1949) ; Comm’r v. Hopkinson, 126 F.2d 406 (2d Cir. 1942). 

42 Richard W. Te Linde, 18 T.C. 91, 95 (1952). The eases cited by the Court, however, 
deal primarily with patents. 

43 See notes 28 and 36 supra. 

44 For a recent case distinguishing Cory, see Gershwin v. United States, 150 F.Supp. 799 
(Ct.Cl. 1957). The distinction is not as apparent as the court indicates. 
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during the taxable year in carrying on their trade or business. 
Normally, the expenses incurred by a professional writer or artist 
in connection with his creative endeavors are deductible under the 
above rule. This usually includes a percentage of studio costs, re- 
search expenses, writing tools, etc. To be a professional in this sense 
does not require that writing or painting be the sole or even princi- 
pal occupation of the taxpayer, but it must constitute a recurring 
activity which is conscientiously pursued for gain. An amateur 
author probably has to capitalize his expenses since they are non- 
recurring and therefore non-deductible; and this would have been 
especially so if an amateur prior to 1950 sought capital gains treat- 
ment.* 

Confusion still exists as to whether certain expenditures of the 
artist or author, such as research expenses, are currently deducti- 
ble.** This is so probably because earlier rulings required that the 
costs of producing a copyrighted work be capitalized, which appar- 
ently included only relatively insignificant amounts, such as gov- 
ernment copyright fees, attorney fees, etc.*’ It is suggested, how- 
ever, that the rulings in this area were particularly concerned with 
patents and inventions, and the inclusion of copyrights was almost 
as an afterthought. In any event, the Commissioner reputedly has 
been liberal in allowing professional writers and artists to deduct 
legitimate costs as current expenses, provided that the taxpayer has 
been consistent in his accounting procedures. 

A copyrighted work qualifies as depreciable property if it is used 
in the trade or business of the taxpayer or is held for production of 
income, because its useful life is theoretically limited to the period 
of its exclusivity.** But since its most valuable component—the au- 
thor’s labor—cannot be included in its cost for tax purposes, the 
depreciation question has not been significant. The cases dealing 
with the issue have generally involved a copyright in the hands of 
a purchaser, the author himself presumably having deducted costs 
as ordinary expenses.*® The issue was of more concern to the in- 
ventor, who often had to make considerable research expenditures, 


45 Reg. 118, Sec. 39.23 (a)—15(k). 

46 GITLIN AND WOODWARD, op. cit. supra note 13, at 64. 

47 See, for example, I.T. 1287, I-1 Cum. BuLL. 28 (1922), and O.D. 966, 5 Cum. Buti. 155 
(1921). 

48 I.R.C. § 167 (1954) and Regulations issued thereunder. But non-copyrightable works 
of art theoretically have no limit to their useful life and are therefore non-depreciable. 
A.R.R. 4530, II-2 Cum. Buu. 145 (1923). 

49 David Gibson Co., 3 B.T.A. 564 (1926) ; Otto Hegel Co., 2 B.T.A. 485 (1925) ; LT. 
1553, II-1 Cum. Bux. 101 (1923). 
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but who could never be sure whether to capitalize or deduct cur- 
rently. Uncertainties were removed for the inventor by section 174 
of the 1954 Code, which grants him the option of doing either. Treas- 
ury Regulations issued thereunder state that literary research is 
not contemplated by section 174, thus leaving the status of the au- 
thor as uncertain as before. Generally, litigation expenses are de- 
ductible as an expense if incurred in defending title, just as an 
award for copyright infringement is treated as a recovery of in- 
come. 


B. SpREADBACK OF INCOME AND RELATED PROBLEMS 


Congress in the late 1930’s was aware of the tax hardship imposed 
on those working in certain professions where compensation was 
received in one taxable year for work which had taken several years 
to perform. Obviously unfair under a graduated tax structure, law- 
yers, inventors, authors, and others affected sought relief.’ But the 
section enacted, although providing for a more equitable apportion- 
ment of income, referred only to those receiving compensation for 
‘*personal services.’’ ** From the first cases decided under the sec- 
tion, it appears that lawyers formed the chief class of taxpayers to 
avail itself of the benefits provided.** There was some doubt as to 
whether an author or artist, working without an employment rela- 
tionship, could qualify. The House Committee on Ways and Means 
noted that ‘‘. . . authors, composers, and others who work on ar- 
tistic compositions ... over an extended period of time and receive 
the bulk of their compensation in one taxable year, are in many in- 
stances excluded from the benefits of section 107 because their work, 
or... copyright covering such work, does not consist of or involve 
the rendering of personal services.’’ ** As a result, a subsection was 
added specifically providing for spreadback relief, under certain 
conditions, to those whose income included an amount ‘‘in respect 
cf’? a particular artistic work or invention created by the tax- 
payer.® Section 1302 of the 1954 Code contains substantially the 


50 For a discussion of tax consequences attending litigation expenses and infringement 
awards, see GITLIN AND WooDWARD, op. cit. supra note 13, at 38-42 and 60-64. 

51 §. Rep. No. 648, 76th Cong., 1st Sess. 7 (1939). 

52 Revenue Act of 1939, Sec. 220(a), adding I.R.C. § 107 (1939), the predecessor of 
LR.C. § 1301 (1954). 

53 See 45-2 CCH { 684D-1. 

54 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 91 (1942) 441. See also Jack Rosenzweig, 
1. T.C. 24 (1942). 

55 Revenue Act of 1942, Sec. 139(a), adding I.R.C. § 107(b) (1939), the forerunner of 
LRB.C. § 1302 (1954). ; 
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same provisions and qualifications, except that the necessary work 
period has been reduced from 36 to 24 months, and the inventor to- 
day enjoys a 60-month period over which his income may be spread, 
whereas the author is still limited to 36 months. The inventor’s ad- 
vantage in this respect may be justified in the light of the prompt- 
ness with which a copyright may be obtained as contrasted with the 
long delays often encountered in the patenting of an invention. 

‘¢ Arstistic work’’ means a literary, musical, or artistic composi- 
tion, or a coypright covering one of them, a term broad enough to 
include most creative efforts but not sufficing for a taxpayer who 
claimed that his efforts in solving a word-solution contest, call- 
ing for literary and mathematical skills, resulted in an ‘‘artistic 
work.’’ ** To qualify under section 1302, work on the particular 
composition must cover a period of at least 24 calendar months, A 
related section provides that a fractional part of a month will be 
counted only if it exceeds half a month.°? The question whether the 
work-period was of sufficient length has been the chief source of 
litigation in this area. 

In attempting to ascertain when the project was begun, the Tax 
Court has held that reference must be made to the artistic composi- 
tion as a whole and not to a mere aggregation of its parts. Thus, a 
sculptor could not include as part of the work-period, the time prior 
to his receipt of a letter announcing a government competition and 
award for designs, even though the design submitted by him incor- 
porated several figurines developed before the announcement of the 
competition.** But most creators have fared better. One novelist was 
allowed to compute the work-period from the time that he first con- 
ceived the idea of the novel and took notes for its development. The 
Commissioner suggested that the note-taking period should be ex- 
cluded, because the finished product omitted most of the material 
recorded on the notes. The Tax Court answered, rather wryly: °° 


The preparation of any ‘‘literary composition’’ is usually a process of writ- 
ing and rewriting, cutting here and adding there. Even the preparation of so 
prosaic a thing as an opinion of the Tax Court is cast in the same mold. It has 
happened in the experience of the writer that a first draft of an opinion 
reaching one result is entirely discarded and an opinion reaching an opposite 
result is finally arrived at. But who would say that the time spent in drafting 
and writing the discarded opinion was not part of the total time spent in 
preparing the final opinion ? 


56 Rev. Rul. 55-642, 1955-2 Cum. Butt. 302. 

57 T.R.C. § 1306(a) (1954). 

58 Jean DeMarco, 9 T.C. 1188 (1947). 

59 Cliff David Richardson, 14 T.C. 547, 553 (1950). 
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This approach was followed in another case, where the court held 
that the work-period began as soon as the author conceived the idea 
of the story and started obtaining background information, research 
material, ete. Apparently the Commissioner suggested that the 
work-period included only the time devoted to typing the manu- 
seript.© 

The work-period ends at least by the date a typed copy is regis- 
tered with a writers’ group.” An invention has been deemed com- 
pleted when application for a patent has been filed.** There are 
obviously a myriad of possibilities as to date of completion as well 
as to date of commencement of the work-period. But as these deci- 
sions indicate, a generous, rather than narrow, interpretation will 
probably govern. Nevertheless, in order to avoid disputes at the 
administrative level, an author or artist would be well-advised to 
reduce to writing his first ideas on the project and to maintain some 
sort of record of them, even though the finished product may bear 
little resemblance to the original thoughts. 

The Commissioner implemented the predecessor of section 1302 
with an elaborate Regulation, which explains clearly how the section 
should be applied. The essence of the spreadback is a limitation on 
the tax, and although it is a relief provision, it is couched in manda- 
tory terms. The taxpayer must receive during the taxable year at 
least 80 per cent of the gross income with respect to the artistic 
work which is received prior to, during, and in the 12 months im- 
mediately following the close of, the taxable year. Thus, a taxpayer 
who receives continuing royalties will not know with certainty 
whether he qualifies under section 1302 until a year after the close 
of the taxable year in question, The amount received during the 
taxable year with respect to the artistic work, assuming the 80 per 
cent test is met, is treated as if it had been received ratably, on a 
monthly basis, over that part of the work-period preceding the 
close of the taxable year, but not to exceed 36 months. The Supreme 
Court has ruled that the period over which proration is made should 
be computed back from the close of the taxable year in which the 80 
per cent is received and not over the years during which the work 


60 Edwin Harvey Blum, 11 TCM 612 (1952). 

61 Td. at 613, 615. 

62 Beardsley v. United States, 140 F.Supp. 541 (D.Conn. 1956). The court also held 
that the period of work did not begin on the mere germination of an idea, but rather at 
the time the inventor decided to take affirmative action to perfect the idea. The taxpayer 
himself supplied the subjective evidence. 

63 Reg. 118, Sec. 39.107-2, replacing Reg. 111, Sec. 29.107—-2. There are as yet no Regu- 
lations, issued or proposed, under section 1302 of the 1954 Code.. 
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was performed, unless the periods coincide.“ This will allow a tax- 
payer, who receives a lump sum of more than 80 per cent of the 
total before he has completed the work, to avail himself of the 
spreadback provision, at least to the extent of the work-period pre- 
ceding the close of the taxable year, as illustrated by the second 
example in the Regulation. 

The tax for each year in which there is a spreadback month will 
be recomputed to include the amount spread back. Amended returns 
for those years are not filed; instead, the tax for the taxable year 
includes the additional tax, if any, for the spreadback years. Ex- 
cluded from spreadback treatment is income taxed as long-term 
capital gain, but since authors and artists are denied capital gains 
benefits as discussed above, this limitation will generally be of no 
importance. 

In computing the tax under the former versions of section 1302, 
the Commissioner has ruled that commissions and other expenses 
paid in connection with the amount to be spread back and which are 
dependent upon such amount should be treated as if paid ratably 
over the same period. Presumably, this will apply to such items as 
an agent’s commission, which is usually a fixed percentage of roy- 
alties, but will not apply to general business expenses, such as studio 
rental, travel, ete. Expenses in defense of libel suits resulting from 
publication of a literary composition are deductible when paid and 
are not prorated. 

There is nothing in the wording of the statute which would pre- 
vent more than one spreadback for the same composition or crea- 
tion. Suppose, for example, that an author worked on a novel be- 
tween 1946 and 1950 and received as royalties $1,000 in 1950, $1,000 
in 1951, $10,000 in 1952, and none in 1953. Assuming all other re- 
quirements are met, he has received at least 80 per cent of the re- 
quired amount in the taxable year 1952 and would be entitled to 
spread back the $10,000 from December 31, 1952 over the prior 36 
months. Thus, of the $10,000 received in 1952, only $3,333.33 would be 
includible in that year’s income, while the same sum would be added 
to the income for each of the taxable years 1950 and 1951. If the 
novelist should enjoy a renaissance of popularity in 1954 or per- 
haps sell his dramatic rights in 1954 and receive $50,000 that year, 
and assuming he receives nothing further in 1955, he should be per- 
mitted to spread the $50,000 back over the years 1952, 1953, and 


64 Robertson v. United States, 343 U.S. 711 (1952). This case overruled an earlier Court 
of Claims decision, Williams v. United States, 84 F.Supp. 362 (1949). 
65 I.T, 3773, 1945 Cum. Buu. 151, 
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1954, because $50,000 is at least 80 per cent of all amounts ($62,000) 
received prior to, during, and for 12 months after the close of, the 
taxable year 1954. Provisions in a contract with a purchaser of an 
artistic work as to timing of royalties could consider an arrange- 
ment to permit maximum enjoyment of section 1302 benefits. A 
tax adviser in working out a spreadback must ascertain whether 
the prior years in question have been the subject of another spread- 
back, either with respect to the same work or to an unrelated compo- 
sition, and if so, amounts previously spread back must be included 
in overlapping years.” 


C. Girt or a Copyricut or Artistic WorkK AS A DEFLECTION OF INCOME 
To DonEE AND RELATED QUESTIONS 


Impelled by the graduated income tax structure, efforts to split 
income among members of the family group continue, although with 
less incentive after the Revenue Act of 1948, which permitted in- 
come-splitting in joint returns.®* Tax savings are still a reality 
where a taxpayer effectively shifts income to his children and other 
objects of his affection, and to a spouse if a joint return is not de- 
sirable or possible. The issue is obviously of interest to all taxpay- 
ers, but treatment here will be directed primarily to the problem 
of the author and artist, whose income is often irregular and who 
faces the prospect of high taxes for brief periods without capital 
gains relief. 

In 1930 Justice Holmes rendered one of the pioneering decisions 
in the field of anticipatory assignments of income. In holding that a 
contract by a taxpayer who assigned one-half of his future earnings 
to his wife did not serve to shift the income tax on such earnings to 
the donee, he construed the revenue statutes as taxing salaries and 
wages to those who earned them, regardless of any skillfully devised 
arrangement whereby vesting is prevented and ‘‘... the fruits are 
attributed to a different tree from that on which they grew.’’ * 
Thus, where the assignment of income preceded the rendition of 
services, it was considered that the assignor had retained such con- 
trol over the income as to have it properly taxed to him.” 


66 See, for example, James Gould Cozzens, 19 T.C. 663 (1953), where the taxpayer failed 
in his attempt to qualify under the 80 per cent rule. He claimed that royalty advances 
were made available to him in the taxable year even though not received until the following 
year. The court held that there was no constructive receipt on the facts. 

67 Reg. 118, Sec. 39.107-2(g). 

68 Revenue Act of 1948, now I.R.C. § 6013 (1954). 

69 Lucas v. Earl, 281 U.S. 111, 115 (1930). 

70 Burnet v. Leininger, 285 U.S. 136 (1932). 
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Later the Supreme Court held that a donor of interest coupons, 
the donor retaining the bond, realized taxable income when the cou- 
pons were redeemed by the donee on their maturity, even though 
they had been detached and given before maturity.” A companion 
case held that a valid assignment of a contract to receive renewal 
commissions derived from insurance policies previously written by 
the donor did not relieve the donor of the income tax burden on the 
commissions as they arose, even though no further services were to 
be rendered by the donor.” 

The theory underlying these and later cases was that the donor 
by such transfers had enjoyed the economic benefit of the income 
as much as if the transfer were of the earnings themselves. The tra- 
ditional concept of taxation upon realization of income was not 
abandoned; the concept of realization was merely broadened to in- 
clude the economic enjoyment generated by a transfer or gift of 
the future income.” Of course, a complete transfer of the income- 
producing property itself would shift the income and the tax burden 
to the donee, provided that the donor did not retain such control 
over the assigned property or over the receipt of its income as to 
make it reasonable, tax-wise, to treat him as the recipient of the in- 
come."* 

Two major issues, one factual, one legal, are involved in this 
area relevant to the problem of the author and artist, and closely 
shared by the inventor. First, when an artistic composition or a part 
thereof has been assigned, did the donor relinquish control com- 
pletely or did he merely assign the right to collect future income? 
Second, can a contract to receive royalties itself be considered as the 
income-producing property, which, when assigned, will effectively 
shift the income tax to the donee? These issues are best discussed 
together because, as the cases indicate, they are merely different 
facets of the same problem. 

Our courts provided P. G. Wodehouse, noted British author- 
humorist, with a wonderful opportunity to test the depth of his 
humor. He assigned to his wife by separate instruments an undi- 


71 Helvering v. Horst, 311 U.S. 112 (1940). 

72 Helvering v. Eubank, 311 U.S. 122 (1940). 

73 For an analysis of the Horst and Eubank decisions, see Surrey, The Supreme Court 
and the Federal Income Tax: Some Implications of the Recent Decisions, 35 Inu. L. Rev. 
779 (1941). Another excellent discussion is found in Miller, Gifts of Income and of Prop- 
erty: What the Horst Case Decides, 5 Tax L, Rev. 1 (1949). For a more recent discussion, 
see Comment, 5 DEPAut L. REv. 290 (1956). 

7 Comm’r v. Sunnen, 333 U.S. 591 (1948) ; Blair v. Comm’r, 300 U.S. 5 (1939) ; accord, 
Helvering v. Horst, supra note 71, at 120 (dissent). 
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vided one-half interest in three complete manuscripts of novels. At 
the time of each formal written assignment, the manuscripts had 
not been sold or published. His agent later sold the exclusive serial 
rights to each for $40,000 per manuscript to an American magazine. 
The agent was informed of the assignments to Mrs. Wodehouse, but 
the publisher who was to procure the copyrights and reassign them 
to Wodehouse, except the serial rights, was not advised of the gifts. 
The agent marked half the proceeds for the account of Mrs. Wode- 
house, although the proceeds were actually kept in a joint account. 
The Tax Court in examining the three assignments found them to 
be without ‘‘merit of reality’? and taxed the entire proceeds to 
Wodehouse alone.” 

The decision was appealed, and because different taxable years 
were involved, and apparently different revenue districts, the deci- 
sion on two novels went to the Court of Appeals for the Fourth 
Circuit, whereas decision on the third novel was reserved to the 
Court of Appeals for the Second Circuit. Obviously, the issues were 
the same; ironically, the decisions were not.” The majority of the 
Court of Appeals for the Second Circuit reasoned that a manuscript 
was property which could be conveyed as any other personalty. 
Thus the gift would be sustained unless the evidence indicated that 
it was not bona fide or that the parties never intended that the donor 
relinquish dominion over the assigned portion. Conceding that in- 
tra-family transactions should be subjected to close scrutiny and 
that a fraction of a manuscript or copyright was perhaps an un- 
usual and complicated property to convey, the Court nevertheless 
found insufficient evidence to upset the gift and therefore taxed 
Wodehouse on only half the proceeds. The majority distinguished 
the Eubank case on the theory that it had been concerned with a 
transfer of a mere right to collect income; the Wodehouse transfer, 
on the other hand, occurred before there was any right to collect 
income because the manuscript was then unsold. The dissent agreed 
with the Tax Court that the evidence, such as the failure to inform 
the publisher of the assignments, supported a finding that dominion 
was never intended to be relinquished. In addition, argued the dis- 
sent, ‘‘The power to dispose of income is the equivalent of owner- 
ship of it, Helvering v. Horst ... and my brothers concede, as in 
light of Helvering v. Eubank . .. they must, that if Wodehouse had 
given his wife a half interest in the royalties after he had sold the 

75 Pelham G. Wodehouse, 8 T.C. 637, 650 (1947). 


76 Wodehouse v. Comm’r, 177 F.2d 881 (2d Cir. 1949) ; Wodehouse v. Comm’r, 178 F.2d 
987 (4th Cir. 1949). 
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novel, the income would be taxable to him... .’’?™ Since the sale 
of a Wodehouse novel was assured, the dissent concluded, such a nice 
distinction should not encumber the practical policy governing the 
tax laws. 

In the Court of Appeals for the Fourth Circuit the majority held 
that the assignments lacked ‘‘economic reality’’ and that there 
was ample evidence to support the Tax Court’s decision to that 
effect. A dissenting opinion thought that the emphasis on the cir- 
cumstances attending the transfers was crucial only if fraud had 
been alleged or proven, but since it had not, the transaction should 
have been upheld. 

Both Courts considered the issue to be whether a bona fide gift 
had been made, whereby the donor had divested himself of all con- 
trol. Opposite factual conclusions thereto present the only real dif- 
ference in the cases. Both Courts (the Court of Appeals for the 
Second Circuit by implication) agreed that if the sale of the manu- 
script had preceded the gift, the case would have been controlled by 
Eubank. Counsel for both sides called it a day, and agreed not to 
seek certiorari in either case.** The Commissioner later conceded 
that a gift of the exclusive rights to one medium of a copyright could 
shift the tax burden to the donee, provided there is a complete di- 
vestment of control over that which is transferred.”® One contem- 
plating a gift of less than the whole manuscript or copyright (such 
as a fractional share or rights to only one medium) should exercise 
great caution to establish the genuineness of the transfer, because 
such assignments, especially in an intra-family setting, are most 
susceptible to a claim that control was not relinquished. 

If an author or artist should make a gift of the whole or any part 
of a royalties contract, that is, after the manuscript has been sold, 
will the donor be relieved of the income tax burden on the royalties? 
The Court of Appeals for the Third Circuit held that an assignment 
of the right to receive royalties did not shift the tax burden, since 
it was merely an assignment of income within the Horst doctrine.® 
The case did imply, however, that an assignment of an interest in 
the royalty contract itself could accomplish the trick. The Board of 
Tax Appeals and its successor, the Tax Court, have on occasion 


77 Wodehouse v. Comm’r, supra note 76, at 885. 

78 1950-4 P-H { 71,053. 

79 Rey. Rul. 54-599, 1954-2 Cum. Buu. 52 (citing Rev. Rul. 54-409, note 38 supra.) 

80 Lewis v. Rothensies, 61 F.Supp. 862 (E.D.Pa. 1944), aff’d, 150 F.2d 959 3d Cir. 
1945). The court also held that book royalties are derived from income-producing prop- 
erty and are not compensation for personal services. 
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treated an intra-family assignment of a contract to receive royalties 
for the use of an invention as a transfer of property, the income 
(royalties) from which would be taxed to the donee.* 

As indicated above, Courts of Appeals for the Second and Fourth 
Circuits in the Wodehouse cases apparently rejected the theory 
that a royalty contract could be considered as the income-producing 
property for the purpose of shifting the tax burden. This was clearly 
manifest in the opinion of the Court of Appeals for the Fourth Cir- 
cuit and in the dissent in the Court of Appeals for the Second Cir- 
cuit, while the majority in the latter Court implied as much by dis- 
tinguishing the Eubank case on the ground that there was no royalty 
contract in existence at the time of the gift. Recently, a lower court 
so interpreted the position of the Court of Appeals for the Second 
Circuit by holding that an assignment of a royalties contract after a 
sale of the patent was only an assignment of a right to receive in- 
come and was thus within the scope of the Horst and Eubank doc- 
trine.** A similar case was before the Supreme Court, but it was 
deemed unnecessary to pass on the issue of whether the royalties 
contract could shift the tax burden when assigned without consid- 
eration.* To the Court the issue was simply whether the donor had 
retained sufficient control over the assigned property or receipt of 
income therefrom as to be charged with the income. 

The position of the Court of Appeals for the First Circuit in this 
area is worthy of mention, albeit in reference to royalty contracts 
for patent rights. A taxpayer devised an invention which he assigned 
to a controlled corporation in return for a contract to receive roy- 
alties. Several years later, he made an irrevocable and absolute 
assignment of the contract to his wife and paid a gift tax thereon. 
The corporation assented to the transfer, and royalties were there- 
after paid to the wife. The Commissioner conceded that the assign- 
ment was valid. The Tax Court held that the assignment of the 
contract was a transfer of property rights, and the royalties were 


81 John F. Canning, 29 B.T.A. 99 (1933); Julius E. Lilienfeld, 35 B.T.A. 391 (1937). 
The latter case emphasized that the assignment of the license agreement (contract to re- 
ceive royalties) did more than assign future income. The court held that it served to divest 
the donor of the right to income. Quaere whether this semantic distinction has legal sig- 
nificance. 

82 Heim v. Fitzpatrick 57-1 U.S.T.C. ¥ 9682 (D.Conn. 1957). The court cited the Wode- 
house cases and Shuster v. Helvering, 121 F.2d 643, 645 (2d Cir. 1941), where it was held 
that to treat the royalty contract as the ‘‘tree,’’ that is, as the income-producing property, 
was absurd for tax purposes, and it specifically refused to follow Comm’r vy. Reese, 233 
F.2d 30 (1st Cir. 1956). 

83 Comm’r vy. Sunnen, 333 U.S. 591 (1948). 
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taxable only to the wife.** The Court of Appeals for the First Cir- 
cuit affirmed.* The Court noted that it was a valid and irrevocable 
assignment, and since it was assented to by the debtor-corporation, 
the Court likened it to a novation. But the crux of the decision is the 
Court’s obvious dissatisfaction with the scope of the Eubank and 
Horst rationale and with some of the sweeping statements contained 
in the later cases applying it.** 

The Court argued that the Eubank and Lucas v. Earl eases did 
not control because they were concerned with assignments of income 
derived from salaries, wages, or compensation for personal services. 
The Horst, Schaffner, and Sunnen cases were considered inappli- 
cable because they govern only where the donor retained control of 
the income-producing property. Thus, considering itself absolved 
of all Supreme Court precedence, the Court proceeded to the case 
itself. It held that the royalty contract, which was received in ex- 
change for the income-producing property, itself became a property 
right. If the donor divested himself of all control over this new prop- 
erty right, he made a gift which should be treated as such for all pur- 
poses. Therefore, since there was complete divestment, the gift was 
valid, shifting all incidents of ownership to the donee. In short, the 
donor was relieved of the income tax burden. 

The Court of Appeals for the First Circuit appears to stand alone 
in sanctioning such a deflection of income from the taxpayer to a 
member of his family. Its philosophy on this problem can best be 
seen by a comparison of its position in the above case with the dis- 
sent in the Wodehouse case in the Court of Appeals for the Second 
Circuit. In the latter, the dissent argued that if the donative assign- 
ment had followed the sale of the manuscript instead of preceding 
it, everyone would have agreed that it would have been a mere 
assignment of income, which would not relieve the donor of the in- 
come tax. And in the field of taxation, continues the argument, such 
nice distinctions should not be made, especially when the sale of a 
Wodehouse manuscript was assured. The Court of Appeals for the 
First Circuit reasoned conversely. If the donor-inventor had as- 
signed the patent (or invention) to his wife, and she had independ- 
ently entered into a contract for royalties, everyone agreed that she 
alone would be taxed on the royalties. What difference, then, if the 


84 Franklin A. Reese, 24 T.C. 187 (1953). The decision follows the reasoning in the Can- 
ning and Lilienfeld cases, supra note 81. 

85 Comm ’r v. Reese, 233 F.2d 30 (1st Cir. 1956). 

86 The Court took issue particularly with Harrison v. Schaffner, 312 U.S. 579 (1941), 
saying that if this decision were followed literally, a donor would continue to be charged 
with the income on any property transferred. 
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royalty contract is assigned instead, since in either case, the donor 
divests himself of all control over the property, including the right 
to its income? As indicated above, the Court of Appeals for the First 
Cireuit concluded that there should be no difference. This approach, 
reflecting basic disagreement with the Commissioner in this area, 
has been manifested in other decisions by the same Court.” 


ConcLusIoNn 


It would seem that if an author or artist wishes to deflect income 
from himself to another member of his family, an assignment of the 
literary composition should precede its sale. The Commissioner has 
ruled that a gift may be made of the dramatic rights to a work, pro- 
vided there is a complete divestment of control over that which is 
transferred. Presumably, this would also apply to other exclusive 
rights, such as book publication rights. The real difficulty will be in 
attempting to convince the courts, especially where only a fractional 
part has been transferred, that there has been a complete relin- 
quishment of dominion over the portion transferred. Certainly, the 
donor’s agent and prospective purchaser should be advised of the 
assignment ; it should be explicit that negotiations are on the donee’s 
behalf to the extent of his or her interest; and the royalties should 
actually be received by or for the exclusive use of the donee. In the 
Court of Appeals for the First Circuit there will be greater latitude 
afforded the taxpayer, and presumably income-deflection will not 
be barred by an assignment of the royalty contract after the sale of 
the income-producing property. If the artistic composition is sold 
prior to the making of a gift, a novation argument undoubtedly will 
be attempted, provided that the publisher-purchaser has consented 
to the assignment and a new contract has been drawn extinguishing 
all rights under the original royalty agreement. 


87 United States v. Morss, 159 F.2d 142 (1st Cir. 1947) ; Comm’r v. Bateman, 127 F.2d 
266 (1st Cir. 1942) ; Comm’r v. Branch, 114 F.2d 985 (1st Cir. 1940). 























Federal Tax Collection 
and Lien Problems 


(Second Installment) * 
WILLIAM T. PLUMB, JR. 


Creditors of and Purchasers From the Taxpayer in General 


I. is in the area of priorities that the most dramatic developments 
in the tax collection field have taken place and the greatest protests 
have been stirred. The decisions of the Supreme Court in the past 
few years vitally affect the interests of every person who extends 
credit to one who is or may become delinquent in his taxes. Few can 
complain at efforts of the Government and the courts to close the 
avenues by which a taxpayer can insulate his own wealth from the 
tax collector, but they have not stopped there. In recent years there 
has been a strong tendency to ‘‘rob Peter to pay Paul’s taxes.”’ 

In considering this question, we cannot confine our attention 
solely to the tax lien, for the relative priorities of the Government 
and competing claimants vary considerably, depending on the en- 
tirely fortuitous circumstance of whether the issue arises in bank- 
ruptcy, in an insolvency proceeding under state law, or in a simple 
contest over the proceeds of particular property. And in the latter 
case the priorities are affected by whether the tax is one for which 
a special lien exists **’ or whether the general tax lien is applica- 
ble. We shall first consider the general priority rules covering each 
such situation and then some particular applications thereof. 

The General Tax Lien: Filing. Let us first consider the general 
tax lien which, as we have seen, binds all the taxpayer’s property 
if he fails to pay any tax after demand, and which relates back to 
the date of assessment.* Prior to 1913 that secret lien was good 
even against subsequent bona fide purchasers who relied on the tax- 
payer’s apparent title, because no state recording act could bind the 
Government.*”® Since 1913, however, it has been the law that the 


* [The First Installment of this article appeared in our March, 1958 issue at 13 Tax 
L. Rev. 247 (1958) .—Ed.] 
407 See notes 114-131 in First Installment in March issue. 
408 See notes 11-13 in First Installment in March issue. 
409 United States v. Snyder, 149 U.S. 210 (1893) ; United States v. Curry, 201 Fed. 371 
(D.Md. 1912). : 
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general tax lien is not valid against mortgagees, purchasers, or judg- 
ment creditors, and by amendment in 1939, pledgees, until notice of 
such lien has been duly filed.*?° Such filing is required to be in the 
office designated by the law of the state or territory where the prop- 
erty is situated. If the state or territory has not made such designa- 
tion, the lien must be filed in the office of the clerk of the United 
States district court for the judicial district in which the property 
is situated.*"! However, all 48 states and Hawaii and Alaska have 
now adopted appropriate legislation, so that it is only in the District 
of Columbia that filing in the district court is still necessary.*’? How- 
ever, peculiarities in a few state laws *’* may sometimes cause dis- 
trict directors to file in federal court as well as in the state-desig- 
nated office as a precautionary measure. 

In order to facilitate searching of titles, state laws frequently re- 
quire filing of federal tax liens on realty in one office, usually the 
office where realty mortgage records are kept, and liens on person- 
alty in another, usually where chattel mortgages are recorded.*™* 
No objection seems to have been raised concerning the requirement 
of such multiple filing.* But the Government has successfully re- 
sisted efforts to go further and apply against it the requirement of 
filing expressly against automobiles under motor vehicle title regis- 
tration acts.*** Automobile purchasers and those who lend on such 
security, who commonly rely on the certificate of title without a 
search of general personal property lien records, should take warn- 
ing, since the Government has been known even to trace used cars 
from their former owners through the dealer to innocent purchasers 


410 T.R.C. § 6323(a) (1954). If a levy has been made, however, it appears the Govern- 
ment’s preference over later encumbrances, ete. is secured without filing. United States 
v. 8. Ruby Luggage Corp., 142 F.Supp. 701 (S.D.N.Y. 1954). 

411 T.R.C. § 6323(a) (1) and (2) (1954). 

412 LR.C. § 6323 (a) (3) (1954). 

413 See notes 419-420 infra. 

414 Under N.Y. Lien Law § 240 liens on realty are filed with the county clerks or with 
the city register in four counties of New York City. Liens on personalty are filed in the 
city register’s office in four counties of New York City, the office of the clerk of the 
County of Richmond, or in town and city clerks’ offices elsewhere. 

415 See Rev. Rul. 54-93, 1954-1 Cum. BuLL. 280, approving the New York statute. 

416 Merchants Loan Co. v. United States, 57-2 U.S.T.C. § 9741 (D.Ariz. 1957) ; Union 
Planters Nat. Bank v. Godwin, 140 F.Supp. 528 (E.D. Ark. 1956); Kelley Kar Co. v. 
United States, 56-1 U.S.T.C. § 9481 (S.D.Cal. 1956) ; Liberty Building Co. v. Riddell, 
53-1 U.S.T.C. J 9404 (S.D.Cal. 1953). While it is clear (see note 420 infra) that the state 
could not require entering the lien on the title certificate in the taxpayer’s possession 
(Union Planters Nat. Bank v. Godwin, supra), it seems that the power granted the states 
to designate an office for filing, which has already been refined to the point of designating 
a separate office for personalty, could be availed of to require filing of liens on automobiles 
with the State Motor Vehicle Commissioner. The decisions have rested on the intent of the 
state statutes, avoiding the question of power. 

















1958] TAX COLLECTION AND LIEN PROBLEMS 461 


and to deprive them of their purchase.“ Federal law itself, how- 
ever, provides title recording systems for aircraft and vessels, and 
it has been held that filing of the tax lien under those laws is neces- 
sary in order to bind such properties.*"® 

The state is empowered to do no more than designate an office for 
filing tax liens. It may not go further and require that the notice of 
lien take a certain form, e.g., that it describe specific property on 
which the lien is claimed,*” or that the lien be noted on the Torrens 
title certificate covering each specific property.*” Nor can an ac- 
knowledgement be required on the notice of lien.*”* 


417 Cf. Rev. Rul. 54-257, 1954-2 Cum. Buu. 429; Moss v. United States, 55-1 U.S.T.C. 
{ 9391 (W.D.Okla. 1955). 

418 All American Airways v. United States, 49-2 U.S.T.C. J 9373 (S.D.Cal. 1949), aff’d 
on other grounds, 180 F.2d 592 (9th Cir. 1950) (aircraft) ; Gulf Coast Marine Ways v. 
The Trawler J. R. Hardee, 107 F.Supp. 379 (S.D.Tex. 1952) (vessel). 

419 T.R.C. § 6323(b) (1954); S.Rep. No. 1622, 83d Cong., 2d Sess. 575 (1954); Reg. 
Sec. 301.6323-1(a) (3) (1956). An earlier effort of Congress to change the rule of United 
States v. Maniaci, 36 F.Supp. 293 (W.D.Mich. 1939), aff’d, 116 F.2d 935 (6th Cir. 1940), 
which had sustained the requirement of description, was made in section 505 of the Reve- 
nue Act of 1942, but the courts were unconvinced that Congress meant what it said. Hicks 
v. Carpenter, 50-1 U.S.T.C. J 9150 (Mich. Cir. Ct. 1950). See Youngblood v. United States, 
141 F.2d 912, 914 (6th Cir. 1944). See Wright, Title Examinations in Michigan as Affected 
by the General Federal Tax Lien, 51 Micnu. L. Rev. 183 (1952); Wright, Michigan Title 
Examinations and the 1954 Revenue Code’s New General Lien Provisions, 53 Micn. L. REv. 
393 (1955). After the 1954 Code was adopted, Michigan capitulated and repealed the re- 
quirement. Micu. Stat. ANN. § 7.753(1)—(9) (Supp. 1957), adopted in Mich. Acts 1956, 
No. 107. 

Minnesota adopted the ‘‘ description of land’’ requirement in 1953 (Minn. Laws 1953, 
ce. 488, § 1), having previously had it only for Torrens titles. See note 420 infra. Instead of 
yielding to the mandate of the 1954 Code, as Michigan did, Minnesota reaffirmed the re- 
quirement in Minn. Laws 1955, ec. 137 and 642 (Minn. Stat. ANN. § 272.48 (Supp. 
1957) ). As a result, Minnesota has become a state not providing an office where federal 
tax liens, in their legal form, may be filed, and it is necessary for title searches to be 
extended to a sometimes distant federal court. I.R.C. § 6323(a)(2) (1954). See Note, 39 
Minn. L. Rev. 595 (1955). 

Connecticut has a requirement as to personalty as well as realty that the lien notice 
contain ‘‘such information as will identify ... the property claimed to be subject to such 
lien... .’’ Conn. GEN. Stat. § 7213 (1949). The absence of litigation suggests that a lien 
claimed on ‘‘all property and rights to property belonging to’’ the taxpayer has been 
accepted as sufficient identification. However, in the case of land there is a further re- 
quirement that the federal tax lien be recorded and indexed in the same manner as judg- 
ments (Conn. GEN. Stat. § 2956d (Supp. 1955)), and judgment liens must include a 
description of the land. Conn. GEN. Stat. § 7225 (1949). 

420 Prior to the adoption of section 6323(b) of the 1954 Code (supra note 419), a Cali- 
fornia court had held the filing of federal tax liens not to be subject to the requirements 
of the Torrens Act (United States v. Breaux, 53-1 U.S.T.C. J 9260 (S.D.Cal. 1953) ), but 
the contrary rule prevailed in Minnesota. United States v. Ryan, 124 F.Supp. 1 (D.Minn. 
1954) ; Sears Roebuck & Co. v. Stockwell, 143 F.Supp. 928 (D.Minn. 1956) (involving 
transactions antedating the 1954 Code). The Stockwell case was reversed in United States 
v. Rasmuson, — F.2d — (8th Cir. 1958). . 

421 T.R.C. § 6323 (b) ; G.C.M. 26419, 1950-1 Cum. Buu. 125). 
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Once the Government files its lien in the appropriate office, it has 
no further responsibility, and it is immaterial that the state fails to 
provide an index to facilitate search.**? However, if the Director 
files the lien under a name differing from the taxpayer’s correct 
name, the filing may be ineffective,*** unless under the rule of idem 
sonans *** a searcher would not be misled.** 

Situs for Filing of Lien. The federal law requires that the tax lien 
be filed in the office designated by the law of the state or territory 
where the property is ‘‘situated.’’ *° The determination of the situs 
of the taxpayer’s property is, therefore, of vital concern not only to 
the tax collector, who must decide where to file, but to prospective 
purchasers and encumbrancers who must search for liens on partic- 
ular properties. In the case of real estate, the location of the land is 
clearly the proper place.**’ It has been held that the situs of tangible 
personal property for this purpose is the domicile of the owner,*”® 
although it has also been said that the situs of a vessel is its home 
port.*”® Numerous authorities treat the situs of intangibles, such as 


422 G.C.M. 1089, VI-2 Cum. Buu. 84 (1927). 

423 Continental Investments v. United States, 142 F.Supp. 542 (W.D.Tenn. 1953) (lien 
filed against ‘‘W. B. Clark, Sr.’’ held not to affect property of W. R. Clark, Sr.). In 
United States v. S. Ruby Luggage Corp., 142 F.Supp. 701 (S.D.N.Y. 1954), a lien filed 
against ‘‘Ruby Luggage Corp.,’’ omitting the initial ‘‘S.’’, was held invalid, in reliance 
on a New York statute (N.Y. County Law § 922) requiring docketing liens under the first 
letter or initial of a corporate name. Quaere whether state laws on the form of the lien 
having been made inapplicable by section 6323(b) (1954), the same result would now be 
reached under general principles. Concerning the relief obtainable by one whose titles are 
clouded by liens filed against a name like his own when he is not the taxpayer, see note 941 
infra. 

424 See 4 AMERICAN LAW OF PROPERTY §§ 17.18, 18.30, 18.31 (Casner ed. 1952); 30 Am. 
JuR., Judgments §§ 86-92. 

425 Richter’s Loan Co. v. United States, 235 F.2d 753 (5th Cir. 1956) (lien filed against 
‘¢Freidlander’’ binds property of ‘‘Friedlander,’’ even though address also was wrong 
in one place on form). A wrong address on a lien against a corporation—‘‘c/o Director of 
Internal Revenue’’—was held not to be misleading in Goldstein v. Bankers Commercial 
Corp., 152 F.Supp. 856 (S.D.N.Y. 1957). A lien for taxes owed by a partnership in the 
name of ‘‘A, B, and C, doing business as D Company,’’ was held sufficient to bind indi- 
vidual assets in Underwood v. United States, 37 F.Supp. 824 (E.D.Tex. 1939), aff’d, 118 
F.2d 760 (5th Cir. 1941), which, however, did not involve anyone subsequently acquiring 
an interest in reliance on the record. 

426 T.R.C. § 6323(a) (1) (1954). 

427 United States v. Spreckels, 50 F.Supp. 789 (N.D.Cal. 1943). See also N.Y. Lien Law 
§ 240(1). 

428 Grand Prairie State Bank vy. United States, 206 F.2d 217 (5th Cir. 1953) (ring held 
to be covered by lien filed at taxpayer’s domicile, though it was taken to another county 
and pledged). 

429 Gulf Coast Marine Ways v. The J. R. Hardee, 107 F.Supp. 379, 383 n. 5 (S.D.Tex. 
1952). The authorities cited notes 431-432 infra are likewise inconsistent with viewing the 
situs of tangibles as being at the owner’s domicile. 
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contract debts, bank accounts, and life insurance policies, as being 
at the owner’s domicile.**° But there is authority to the contrary,“ 
particularly where the intangible is represented by ‘‘tangible’’ evi- 
dence like a stock certificate, a bond, or a special fund.**? One ques- 
tionable decision goes so far as to say that the requirement that the 
lien be filed is not applicable to intangibles at all.*** 

Whether the test is domicile or physical location, however, the 
mobility of people and of personal property creates problems for 
the prospective purchaser or encumbrancer, for a lien once properly 
filed remains good even though the taxpayer or the property may 
thereafter sever all connection with the place of filing.*** Where the 
taxpayer is a corporation, its ‘‘domicile’’ for this purpose has been 
held to be at its statutory office in the state of incorporation—which 
may be far from its actual scene of operations and inconvenient for 
persons dealing with it—rather than at its actual principal place of 
business.** 


430 Marteney v. United States, 245 F.2d 135 (10th Cir. 1957) ; Investment & Securities 
Co. v. United States, 140 F.2d 894 (9th Cir. 1944) ; Geitz v. Gray, 280 S.W.2d 859 (Mo. 
App. 1955) ; In re Cle-Land Co., 58-1 U.S.T.C. § 9185 (D.Mass. 1957) ; United States v. 
Royce Shoe Co., 137 F.Supp. 786 (D.N.H. 1955) (life insurance policy) ; United States v. 
Spreckels, 50 F.Supp. 789 (N.D.Cal. 1943). See United States v. Kings County Iron Works, 
224 F.2d 232 (2d Cir. 1955). 

431 Goldstein v. Bankers Commercial Corp., 152 F.Supp. 856 (S.D.N.Y. 1957); United 
States v. Preferred Contractors, 122 F.Supp. 219 (E.D.N.Y. 1954) (loeation of job out 
of which contract debt arose), rev’d sub nom. United States v. Kings County Iron Works, 
224 F.2d 232 (2d Cir. 1955) (the Court said it was ‘‘ disposed to disagree’’ but rested the 
reversal on other grounds). 

432 Providence Thrift Corp. v. Mickler, 56-2 U.S.T.C. { 9880 (R.I. Super. Ct. 1956) 
(stock) ; Huron Elec. Supply Co. v. Everson, 56-2 U.S.T.C. { 9668 (Mich. Cir. Ct. 1956) 
(fund of school bond proceeds held in special account for contractor) ; Weir v. Corbett, 
158 F.Supp. 198 (W.D.Wash. 1957) (situs of bail deposit deemed at domicile or principal 
office of court clerk, not in county where deposit was actually made with a division of the 
court) ; Special Ruling, dated Dec. 11, 1937, 58-3 P-H § 19,918-A, 38-3 CCH { 6057 
(securities). But cf. Grand Prairie State Bank v. United States, 206 F.2d 217 (5th Cir. 
1953), indicating that even if the property has a ‘‘tangible’’ quality, the owner’s domicile 
would control. In the case of stocks, bonds, notes, etc., the question of filing is important 
only as against judgment creditors. See note 448 infra. 

433 United States v. Hiland, 223 F.2d 118 (4th Cir. 1955). The Court stated that it would 
be unreasonable to require debtors to search the record before paying debts (see note 404 
supra) and concluded that the filing requirement relates only to tangible property. The 
Court, it seems, gave too little importance to the possibility of assignments or pledges of 
intangibles to innocent parties. The Court’s view is contrary to the premises of the deci- 
sions cited in notes 430-432 supra. See also Citizens State Bank v. Vidal, 114 F.2d 380 
(10th Cir. 1940). 

434 Mayer v. Andrew, 53-2 U.S.T.C. ¥ 9548 (Cal. Munic. Ct. 1953). Cf. Marteney v. 
United States, 245 F.2d 135 (10th Cir. 1957) (lien filed where taxpayer was domiciled 
when lien arose but after he had moved away; held insufficient). 

435 Goldstein v. Bankers Commercial Corp., 152 F.Supp. 856 (S.D.N.Y. 1957). Cf. Fair- 
banks Steam Shovel Co. v. Wills, 240 U.S. 642, 647 (1916). 
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Although the decisions generally view the question as one of fed- 
eral or general law, the picture is complicated by the fact that some 
states undertake to specify the situs for filing.“* In New York, for 
example, it is required that tax liens be filed against personalty 
where the owner resides when the lien arises,**" if he is a resident 
of the state. If he is a non-resident, filing must be where the prop- 
erty ‘‘is’’ at such time.*** If the property ‘‘is’’ in New York City, 
filing is required both at the owner’s residence, if anywhere in the 
state, and at the location of the personalty in the city.**® It would 
seem, however, that state law can prescribe the place for filing only 
if the property is first established to be ‘‘situated’’ in the state 
within the meaning of federal law,** and that if property is deemed 
‘‘situated’’ at the owner’s domicile,**! any requirement of state law 
concerning filing within the state against property of non-residents 
will be ineffectual.** 

For complete safety, it would be necessary in dealing with per- 
sonalty to check the record at the statutory office and perhaps also 
at the actual principal place of business of a corporate taxpayer, 
at the present and all former residences of an individual, and at all 
places where the property is known to have been physically located. 
It is small wonder that most people prefer to take a calculated risk 
—a risk that is becoming greater as the Government’s drive to col- 
lect Paul’s taxes from Peter gains momentum. 

Record Will Not Show Present Status of Lien. It should be borne 
in mind in searching tax lien files that the record will show only the 
status of the account at the time of filing, unless the taxpayer has 
taken the initiative to obtain and record a release.*** 

Nor can it be safely assumed that a lien more than six years old 
has expired, since the numerous events that may have caused its 


436 The Uniform Federal Tax Lien Registration Act, on the other hand, uses the same 
indefinite word ‘‘situated’’ as does the federal law. If it fails to clarify, at least it does 
not add to the confusion. 

437 Apparently even if he has moved by the time of filing. Cf. note 434 supra. 

438 This leaves unanswered questions in the case of mobile property, like a fleet of trucks 
or railroad cars. 

439 N.Y. Lien Law § 240(2). The Revenue Service apparently makes no objection to the 
quirement. Micn. Stat. ANN. § 7.753(1)-(9) (Supp. 1957), adopted in Mich. Acts 1956, 
1954-1 Cum. BuLL. 280. 

440 Cf. Citizens State Bank v. Vidal, 114 F.2d 380 (10th Cir. 1940). 

441 Supra note 428. 

442 It seems that filing at the domicile in another state would suffice, without filing at the 
physical location, and that filing at such physical location would be ineffectual unless the 
lien is also filed at the domicile. 

443 See notes 253-255 in First Installment in March issue. 
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extension will not show of record.*** Information concerning the 
amount outstanding under a filed lien may be obtained upon appli- 
cation to the District Director by any person who has or intends to 
acquire an interest in the taxpayer’s property, or who otherwise 
shows a legitimate interest.** 

Effect of Knowledge of Unfiled Lien. Is a purchaser or encum- 
brancer bound by a federal tax lien of which he has knowledge, if 
the lien has not been filed at the time he acquires his interest? A 
prospective mortgagee, for example, might learn of the borrower’s 
tax delinquencies in the course of investigating his financial condi- 
tion. Or the filing of a tax lien in another county might have come 
to the lender’s attention through the newspapers. The statute does 
not say that the purchaser, mortgagee, etc. must be ‘‘bona fide’’ or 
‘‘without notice.’’ It has accordingly been held that they are not 
bound by an unfiled lien, even though they know about it.*** But 
where the parties are closely related, the authorities disagree on 
their power to transfer or encumber the property, free of a known 
but unfiled lien.**7 


444 See notes 16-23 in First Installment in March issue. 

445 T.R.C. § 6323(d) (1954); Reg. Sec. 301.6323-1(c) (1956). Quaere whether one who 
relies on such information will be protected if it proves erroneous. The law does not ex- 
pressly give the Director’s answer to such inquiries the conclusive effect which section 
6325(c) (1954) gives to a release or discharge of lien. Although the Government has often 
been held not estopped by the erroneous advice or representations of its agents (Darling 
v. Comm’r, 49 F.2d 111 (4th Cir. 1931), cert. denied, 283 U.S. 866 (1931) ; Ritter v. United 
States, 28 F.2d 265 (3d Cir. 1928); Barnett Inv. Co. v. Nee, 72 F.Supp. 81 (W.D.Mo. 
1947) ), the present situation differs in that the representation is within the express author- 
ity of the official making it. But estoppel might be denied nevertheless. Cf. Lee v. Munroe, 
11 U.S. (7 Cranch) 366 (1813); Note, 1 A.L.R.2d 341 (1948). 

446 United States v. Beaver Run Coal Co., 99 F.2d 610 (3d Cir. 1938) ; Smith v. United 
States, 113 F.Supp. 702 (D.Hawaii 1953). In the House version of H.R. 8300, 83d Cong., 
2d Sess. (1954), which became the Internal Revenue Code of 1954, it was provided that a 
mortgagee, pledgee, or purchaser with notice or knowledge of an unfiled lien should be 
bound by it (section 6323(c)(1)), but the provision was stricken by the Senate, which 
preferred to ‘‘continue to rely upon judicial interpretation.’’ S.REp. No. 1622, 83d Cong., 
2d Sess. 575 (1954). See criticism of the proposal in 9 Business LAw. 11 (April, 1954). 

447 Unfiled tax lien subordinated to related person with knowledge: Profaci v. Mamia- 
pro Realty Corp., 130 N.Y.8S.2d 851 (Sup. Ct. 1954) ; Runyan Machine & Boiler Works v. 
Oil Serew ‘‘ Captain Pete’’, 56-1 U.S.T.C. ¥ 9179 (N.D.Fla. 1955) ; Schmitz v. Stockman, 
151 Kan, 891, 101 P.2d 962 (1940). Contra: Heyward v. United States, 2 F.2d 467 (5th 
Cir. 1924) ; United States v. Caldwell, 74 F.Supp. 114 (M.D.Tenn. 1947) ; United States 
v. Woodside, 40-2 U.S.T.C. § 9492 (W.D.S.C. 1940), rev’d on other grounds sub nom. 
United States v. City of Greenville, 118 F.2d 963 (4th Cir. 1941). A transfer or encum- 
brance without adequate consideration, which is a mere fraud on creditors, is, of course, 
not protected. United States v. Shoemaker, 110 F.Supp. 898 (E.D.Ark. 1953), aff’d sub 
nom. Hart v. United States, 207 F.2d 813 (8th Cir. 1953), cert. denied, 347 U.S. 919 
(1954). But an antecedent debt may suffice as consideration, even when the unfiled tax 
lien is known. See note 651 infra. : 
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Exception in Case of ‘‘Securities.’’ There is one area where 
knowledge or notice of the general tax lien is essential, and mere 
‘‘constructive notice’’ by filing thereof is not enough to bind a bona 
fide purchaser, mortgagee, or pledgee for an adequate and full con- 
sideration in money or money’s worth.*** Such exception from the 
general rule is made in the case of ‘‘securities,’’ **° a term which is 
defined to include: (1) any bond, debenture, note, or certificate of 
indebtedness, provided it is issued by a corporation or governmen- 
tal unit and is in registered form or has interest coupons; (2) a 
share of stock or voting trust certi e; (3) a certificate of interest 
or participation in, certificate of deposit or receipt for, temporary 
or interim certificate for, or warrant or right to subscribe to or pur- 
chase, any of the foregoing; (4) a negotiable instrument ;**° or (5) 
money.**! The exception does not extend to intangibles generally, 
such as accounts receivable and life insurance policies.*” And, of 


448 It is required that the consideration be an actual and full equivalent reducible to 
money value. Relinquishment of dower or other marital rights, promise of marriage, love 
and affection, ete. will not suffice. But a bona fide and arm’s-length transaction in the 
ordinary course of business will not be second-guessed as to the adequacy of consideration. 
Reg. Sec. 301.6323-1(b) (1) (1956). Concerning past consideration, see notes 650-655 
infra. 

449 T.R.C. § 6323(c) (1954). 

450 Apparently this term is confined to notes, checks, and drafts (cf. NEGOTIABLE In- 
STRUMENTS Law § 1) and does not include ‘‘negotiable’’ warehouse receipts and bills of 
lading or the goods subject thereto. Cf. United States v. Caldwell, 74 F.Supp. 114 (M.D. 
Tenn. 1947). Note also that the statute proteets subsequent holders of a check from liens 
filed against the payee or endorser but provides no assurance that the bank account on 
which the check is drawn will not be exhausted by a levy under tax liens against the 
drawer. Cf. United States v. Peoples State Bank, 55-2 U.S.T.C. J 9655 (S.D.Ind. 1955). 

451 It may come as a surprise to many that cash is subject to the tax lien. Welsh v. 
United States, 220 F.2d 200 (D.C.Cir. 1955) ; United States v. Ortiz, 140 F.Supp. 355 (8.D. 
N.Y. 1956) ; United States v. Willman, 63 F.Supp 535 (E.D.Mo. 1945). But cf. Campbell 
v. United States, 54-2 U.S.T.C. 7 9557 (Cal. Munic. Ct. 1954). While persons accepting 
money from a delinquent taxpayer are protected against unknown tax liens thereon by 
section 6323(c) (1954) if they give adequate consideration, theoretically a taxpayer could 
not even buy his lunch from a person who knows of the lien, without exposing such person 
to the risk of having the money retaken by the tax collector. In theory, also, if a taxpayer 
consults an attorney or accountant about a jeopardy assessment, or a criminal case grow- 
ing out of it, the fee paid for the service would be received subject to being recaptured by 
the Government under the known lien. Since in the Government’s view only a present con- 
sideration will make section 6323(c) (1954) applicable (infra notes 650-655), a creditor 
who receives payment on a debt owed by the taxpayer may be held subject to a filed lien 
against the money, even though he has no knowledge thereof. The absence of litigation on 
these points suggests that they have not yet been fully explored by eager government 
counsel. 

452 United States v. Royce Shoe Co., 137 F.Supp. 786 (D.N.H. 1956) (life insurance) ; 
Tron & Glass Dollar Sav. Bank v. Siesal Constr. Co., 57-2 U.S.T.C. J 9604 (Pa. C. P. 1957) 
(invoice, approved by debtor and pledged to bank) ; United States v. Asher, 48 F.Supp. 
1497 (S.D.Cal. 1954) (bank account). Extension of the ‘‘securities’’ exception to insur- 
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course, it does not extend to tangible personal property,** even 
when it is sold in the ordinary course of business to customers who 
could not be expected to search the lien records before they buy. 
Therefore, while you may buy 100 shares of General Motors stock 
without worrying about whether unknown tax liens may be on file 
against the seller or some prior owner, you may be in jeopardy if 
you buy a refrigerator from a store without first searching for tax 
liens against the dealer, the wholesaler, and the manufacturer !*** 
An unanswered question is whether actual knowledge is a com- 
plete substitute for filing of “ tien as against ‘‘securities’’ or 
whether the requirements are Gumulative. It is probable that one 
with actual knowledge of an unfiled lien on ‘‘securities’’ will gen- 
erally be protected, just as in the case of other property.*® 
Persons Other than Mortgagees, Purchasers, etc. We have seen 
that mortgagees, pledges, purchasers, and judgment-creditors are 
protected in acquiring interests in a taxpayer’s property, if they do 
so before the general tax lien is duly filed, and that the first three 
classes are protected even against filed liens on ‘‘securities’’ unless 
they actually know of the lien. But no such protection is extended to 
the many other classes of creditors who obtain liens upon the tax- 
payer’s property, even if they extend credit in reliance upon his ap- 
parent title. As we shall see in more detail hereafter, no protection 
is given mechanic-lienors, landlords, attaching creditors, state and 
local taxing units, and many others.** And it is not merely that they 
are subordinated to a secret and unfiled tax lien which arose before 
such other liens attached; they have been displaced even though 


ance and receivables in the name of banking convenience has been advocated. Rankin and 
Funk, The Desirability of Amending the Internal Revenue Code as to Tax Liens on Bank 
Collateral and Bank Deposits, 8 Business Law. 39 (April, 1953). 

453 Grand Prairie State Bank, 206 F.2d 217 (5th Cir. 1953) (ring). 

454 In Schmitz v. Stockman, 151 Kan. 891, 101 P.2d 962, 966 (1940), wheat was pursued 
into the hands of a purchaser from a purchaser from a farmer-taxpayer. The Revenue 
Service has declared its power to pursue innocent purchasers of personalty by administra- 
tive distraint (Rev. Rul. 54-257, 1954-2 Cum. Buu. 429). That the purchase is through a 
dealer should prove no deterrent. 

455 Supra notes 446-447. Section 6323(c) (1) (1954) says, ‘‘Even though notice of a 
lien ... has been filed,’’ it shall not bind one without notice or knowledge, in the case of 
‘¢securities.’? That does not seem to excuse the lack of filing, or to take securities out of 
the general provisions of section 6323(a) (1954), under which an unfiled lien is invalid 
against specified persons. See Anderson, Federal Tax Liens—Their Nature and Priority, 
41 Cauir. L. Rev. 241, 266 (1953). 

456 Infra notes 619-810. We shall also see that some classes, such as maritime liens, part- 
nership creditors (see note 111 in First Installment in March issue), and possibly attor- 
neys’ liens, are especially favored. 
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their interests attached to property before there was any federal 
tax lien on it at all. 

The Government has argued that the enumeration of the four 
classes who are protected against an unfiled tax lien shows the in- 
tention of Congress that all others are to be subordinated to the 
secret lien, regardless of when their interests arose.*” The argu- 
ment reflects a curious distortion of the legislative history. The de- 
cisions before the enactment of the filing requirement in 1913 had 
favored the secret tax lien over subsequent purchasers,*** but they 
had never held that the lien attached to any more than the right, 
title, and interest ‘‘belonging to’’ the taxpayer when the lien 
arose.**® Congress intended to relieve subsequent purchasers and 
encumbrancers, who relied on the taxpayer’s apparent title, of the 
effect of the secret, unfiled lien.*” There is not the slightest evidence 
that it intended in addition to take away anything that any person 
already had when the tax lien first arose.* 

The Supreme Court, therefore, flatly rejected that argument of 
the Government in 1954 in United States v. City of New Britain,*? 
involving liens for municipal real property taxes and water rents. 
The Court ruled that the statute creating the federal tax lien ‘‘does 
not in terms confer priority’’ and that the controlling principle is 
‘‘the first in time is the first in right.’’ The priority of the competing 
liens, said the Court, depends on when they ‘‘attached to the prop- 
erty and became choate.’’ : 

What Is a Choate Lien? How limited was the victory for compet- 
ing lienors soon became apparent as the Court, in one short and 
cryptic opinion and three per curiam reversals in the past three 
years, subordinated pre-existing landlord’s and mechanic’s liens to 
the federal tax lien and indicated that ‘‘choate’’ liens in its view 
were few and far between.*** What is a ‘‘choate’’ lien for this pur- 


457 Brief for the United States, pp. 10-16, United States v. City of New Britain, 347 U.S. 
81 (1954). See concurring opinion of Justice Jackson in United States v. Security Trust & 
Savings Bank, 340 U.S. 47, 53 (1950). 

458 Supra note 409. 

459 See Blacklock v. United States, 208 U.S. 75 (1908). Cf. I.R.C. § 6339(a) (2) and 
(b) (2) (1954). 

460 H.R. Rep. No. 1018, 62d Cong., 1st Sess. (1912). 

461 In arguing from the Report on the 1913 legislation (H.R. Rep. No. 1018, supra note 
460), the Government has failed to quote the last sentence thereof which said that ‘‘ there 
is no reason why the Government should not occupy the same position with reference to 
liens on property as does the individual.’’ 

462 347 U.S. 81 (1954). 

463 United States v. Scovil, 348 U.S. 218 (1955), reversing 224 S.C, 233, 78 S.E.2d 277 
(1953) ; United States v. Colotta, 350 U.S. 808 (1955), reversing 224 Miss. 33, 79 So.2d 
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pose is a question of federal law, so the characterization of a lien as 
‘*choate’’ under state law is of no avail to the lienor.** 

Under the tests laid down in the New Britain case, a lien is deemed 
choate ‘‘when the identity of the lienor, the property subject to the 
lien, and the amount of the lien are established.’’ * That standard 
was borrowed from decisions construing section 3466 of the United 
States Revised Statutes,*** which establishes the statutory priority 
of the United States in the distribution of an insolvent’s assets, 
other than in bankruptcy, and which we shall discuss hereafter.** 
Although the quoted standard of ‘‘choateness’’ is orthodox enough, 
it has been applied quite unorthodoxly in insolvency cases. In fact, 
it has been applied so strictly in that area that the Supreme Court 
has never yet found a competing lien ‘‘choate’’ enough for its taste, 
but has always found some step, short of final enforcement, whose 
absence made the lien still ‘‘inchoate.’’ * 

The New Britain decision itself, however, in finding for the first 
time that a lien (which had not been enforced by taking possession 
or title) was choate in the federal sense, gave cause for hope that 
a more reasonable interpretation would be applied in lien priority 
cases.**® That hope has been blighted by the more recent decisions.*”° 


474 (1955); United States v. White Bear Brewing Co., 350 U.S. 1010 (1956), reversing 
227 F.2d 359 (7th Cir. 1955); United States v. Vorreiter, 355 U.S. 15 (1957), reversing 
134 Colo. 543, 307 P.2d 475 (1957). The word ‘‘choate’’ is a coinage as illegitimate as the 
Court’s reasoning, since the ‘‘in’’ in ‘‘inchoate’’ does not mean ‘‘not.’’ See any diction- 
ary. However, since the Court uses the term, it is adopted here as convenient shorthand for 
‘specific and perfected.’’ 

464 United States v. Acri, 348 U.S. 211 (1955). Cf. United States v. Waddill, Holland & 
Flinn, 323 U.S. 353, 356-357 (1945) (same principle in insolvency under REv. Star. § 3466 
(1875), infra note 529). But if the state courts themselves call a lien inchoate, that is prac- 
tically conclusive against the claimant. United States v. Security Trust & Savings Bank, 
340 U.S. 47 (1950) (lien); Illinois v. Campbell, 329 U.S. 362, 371 (1946) (Rev. Star. 
§ 3466 (1875), 31 U.S.C. § 191 (1952) ). 

465 United States v. City of New Britain, 347 U.S. 81, 84 (1954). 

466 31 U.S.C. § 191 (1952). See Illinois v. Campbell, 329 U.S. 362 (1946). The amalgama- 
tion of the lien and insolvency priority questions by the recent decisions is discussed in 
Kennedy, The Relative Priority of the Federal Government: the Pernicious Career of the 
Inchoate and General Lien, 63 YaLE L.J. 905 (1954), and in Note, Effect of a Federal Tax 
Lien on a Bank Deposit, 42 Iowa L. Rev. 412, 415-417 (1957). It was anticipated in 
Sarner, Correlation of Priority and Lien Rights in the Collection of Federal Tazes, 95 
U. or Pa. L. Rev. 739 (1947). 

467 See notes 529-563 infra. 

468 See review of authorities in Kennedy and in Sarner, supra note 466. 

469 The court in United States v. Williams, 139 F.Supp. 94 (M.D.N.C. 1956), indicated 
that the test might be less strict under the lien priority provisions, since (in denying 
recognition to a state income tax lien) the court said (dictum) that the lien would have 
been sufficiently perfected if the act of insolvency had not occurred. See also Gower v. 
State Tax Comm., 207 Ore. 288, 295 P.2d 162 (1956). 

470 Supra note 463. 











470 TAX LAW REVIEW [Vol. 13: 


While it is possible only to speculate on the reasoning behind the 
per curiam decisions, it is doubtful that the Court has reversed it- 
self and accepted the Government’s view that not even a ‘‘choate’’ 
lien can prevail over the federal tax lien.*" It has, however, reached 
very nearly the same result, apparently by imposing a standard of 
‘*‘choateness’’ that few competing liens can achieve short of final 
judgment. Since the test seems destined to be applied substantially 
as in the insolvency cases, it is appropriate to review the insolvency 
as well as the lien cases at this point. 

Certainty of Amount of Lien. The test which has most often 
caused the defeat of private statutory liens is that which requires 
the amount thereof to be fixed. Starting from the reasonable pre- 
mise that a state law establishing an ‘‘inchoate lien’’ for a liability 
not yet determined or enforceable does not create a lien in the true 
sense but only a rival ‘‘priority’’ rule, which cannot prevail over 
the federal lien or priority,** the Court has proceeded to find the 
most petty reasons for deeming the amount of the lien to be too 
uncertain,** and it now seems clear that no lien which must be en- 
forced with the aid of the courts can be recognized either against 
a subsequently arising federal lien or against federal priority in 
insolvency, unless there has been a final judgment setting at rest 
any possible controversy over the amount owing.** The Court, in 


471 See note 457 supra. Although Justice Jackson’s concurring opinion in the Security 
Trust case, supra note 457, was cited in United States v. Scovil, 348 U.S. 218, 220 (1955), 
it was not cited for the extreme view which the Government draws from it. The Court of 
Appeals for the Fifth Circuit has said, ‘‘We do not regard it [the New Britain case] as 
so soon overruled by the unrevealing brevity of the per curiams in White Bear and Colotta, 
supra.’’ Supra note 463. United States v. Morrison, 247 F.2d 285, 288 n.4 (5th Cir. 1957). 
But the dissenters in United States v. White Bear Brewing Co., 350 U.S. 1010, 1011 (1956), 
declared that the rule of White Bear (see note 476 infra) is ‘‘new doctrine, not warranted 
by our decisions, and supportable only if the New Britain case were overruled.’’ 

472 New York v. Maclay, 288 U.S. 290 (1933). See Sarner, supra note 466, at 740. 

473 In insolvency cases liens have been held inchoate because of the uncertainty that the 
lienor would insist upon his lien or the maximum amount secured would then be owing, or 
because the debtor might assert a setoff, or there might be a mistake in the amount claimed 
to be due (United States v. Waddill, Holland & Flinn, 323 U.S. 353 (1945) ), although an 
actual miscalculation in the amount of a lien was held insufficient in itself to make a lien 
‘‘inchoate’’ in Illinois v. Campbell, 329 U.S. 362, 375 (1946). The possibility of dispute 
over the amount when the lien is enforced by court proceeding, whether or not a dispute 
exists, was held to make the lien inchoate in United States v. Texas, 314 U.S. 480 (1941). 

474 United States v. White Bear Brewing Co., 350 U.S. 1010 (1956) (lien); United 
States v. Texas, 314 U.S. 480 (1941) (insolvency). In United States v. City of New 
Britain, 347 U.S. 81 (1954), there were involved not only local tax liens enforceable by 
levy and sale (ConN. GEN. STAT. ¢.34, § 1853 (1949) ), but water rent liens as well. The 
latter were enforceable only by foreclosure suit (id. §§ 758 and 1863), but the Court 
showed no awareness of that fact, and it does not appear that in the face of the White 
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short, has progressed (or retrogressed) from a test of ‘‘not pres- 
ently enforceable’’ to ‘‘not yet enforced,’’ and has completely lost 
sight of the distinction between steps necessary to perfect or com- 
plete a lien and those necessary to enforce it.*” 

As an extreme example, in one of the mechanic’s lien cases, United 
States v. White Bear Brewing Company,*® everything possible had 
been done to make the mechanic’s lien choate and perfected under 
state law.*"? The contract had been fully performed, the lien re- 
corded for a specific amount, and suit instituted to enforce it—all 
before the federal tax lien even arose by assessment. All that was 
lacking was a final judgment enforcing the mechanic’s lien which 
would set at rest any possibility of controversy over the amount 
owing. Yet the mechanic’s lien was held inferior to the federal lien. 

Those liens—usually for state or local taxes—which are enforce- 
able by levy and sale, without having to go to court, are neverthe- 
less affected by the requirement that the amount of the lien be cer- 
tain. Even if state law makes the lien ‘‘relate back,’’ the lien is not 
‘‘choate’’ in the federal sense until the amount has been fixed by 
assessment and the administrative remedies for contesting it have 
been exhausted or foregone.*® 

Identity of the Liened Property. The few competing liens that 
can pass that test must still meet a stringent application of the 
standard of ‘‘identification’’ of the property subject to the lien. 
Again in the insolvency cases, the Supreme Court started from 
reasonable ground, in subordinating so-called ‘‘liens’’ which bound 





Bear decision, supra, New Britain can stand as a precedent for the priority of liens that 
must be enforced by suit. 

475 See Kennedy, supra note 466, at 916. Cf. Robertson v. Huntley & Blazier Co., 351 Ill. 
App. 378, 384, 115 N.E.2d 533, 536 (1953). 

476 350 U.S. 1010 (1956), reversing 227 F.2d 359 (7th Cir. 1955). 

477 See dissent in the Supreme Court. The Colotta and Vorreiter cases, supra note 463, 
involving tax liens which arose during the work and before the mechanic’s liens were 
perfected under state law (although not before the time as of which they arose under 
such law), are supportable under more conventional interpretations of ‘‘inchoateness,’’ 
although subject to attack for the inequity of the resulting unjust enrichment of the Gov- 
ernment. See note 708 infra. 

478 In State v. Woodroof, 253 Ala. 620, 46 So.2d 553 (1950), a sales tax lien which had 
been assessed and, without appeal, had achieved the force of a judgment was held choate; 
but other state tax liens, the amount of which was only prima facie correct and subject 
to contest, were not choate. In a number of cases, real property tax liens have been recog- 
nized as choate from the date of final assessment but not from the date to which they 
related back. Brown v. General Laundry Service, 113 A.2d 601 (Conn. Super. Ct. 1955), 
on remand of United States v. City of New Britain, 347 U.S. 81 (1954) ; United States v. 
State of South Carolina, 227 8.C. 187, 87 S.E.2d 577 (1955) ; United States v. Reese, 131 
F.2d 466 (7th Cir. 1942). 
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specific property only so long as it was in the debtor’s hands.*” A 
lien on all the real and personal property used in the taxpayer’s 
business was held inchoate because the property was ‘‘neither spe- 
cific nor constant’’; *° and a landlord’s lien, before distraint, was 
held inchoate because it might be defeated by removal of property 
from the premises for more than 30 days.*** The Court further held 
that since the landlord could seize only so much of the assets on the 
premises as were necessary to satify the debt, he had no choate lien 
until he had, by seizure, severed certain goods from the general and 
‘“free’’ assets of the debtor.**” 

When the Supreme Court was confronted with a lien which, al- 
though imposed generally on all the personal property used in the 
business, had been recorded in a fixed amount and was good even 
against bona fide purchasers,** the Court nevertheless managed to 
find it inchoate (as against the federal priority in insolvency), on 
the tenuous grounds that the property subject to the lien was ‘‘des- 
ignated only by general words of classification, including after ac- 
quired property,’’ and that the lienor could not know what property 
was subject to the lien until a required inventory was filed.*** It is 
not clear whether the key to the decision is that property ‘‘used in 
the business’’ was a class requiring selection, or that ‘‘all’’ was too 
indefinite an identification in any event. One state court has re- 
garded a lien on the still broader class of all the debtor’s real and 
personal property as choate, because it requires no selection or iden- 
tification ; **° and others have held a lien on all the real property 
of the debtor to be choate.*** Those state decisions drew the analogy 
to the federal tax lien which, although identifying the property only 
in the most sweeping terms, is unquestionably a choate lien on all 
the taxpayer’s property, including after-acquired property.* It is 

479 County of Spokane v. United States, 279 U.S. 80 (1929) (upon disposition, the lien 
was transferred to all the debtor’s property but bound no property until seizure). 

480 United States v. Texas, 314 U.S. 480 (1941). 

481 United States v. Waddill, Holland & Flinn, 323 U.S. 353 (1945). A lien for personal 
property tax, assessed upon the property on the premises as a unit, was held inchoate for 
the same reason. 

482 Ibid. 

483 Except for stock in trade sold in the usual course of business. 

484 Tllinois v. Campbell, 329 U.S. 362 (1946). 

485 State v. Woodroof, 253 Ala. 620, 46 So.2d 553, 563 (1950). But cf. United States v. 
Williams, 139 F.Supp. 94 (M.D.N.C. 1956). 

486 United States v. State of South Carolina, 227 S.C. 187, 87 S.E.2d 577 (1955) ; Gower 
v. State Tax Commission, 207 Ore. 288, 295 P.2d 162 (1956). But cf. In re Lane’s Estate, 
244 Iowa 1076, 59 N.W.2d 593 (1953). 

487 United States v. City of New Britain, 347 U.S. 81 (1954) ; United States v. City of 
Greenville, 118 F.2d 963 (4th Cir. 1941). 
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quite probable, however, that we have a ‘‘double standard’’ and 
that a state lien as comprehensive as the federal tax lien would be 
deemed inchoate by the Supreme Court.*** 

Divesting of Title or Possession. In another case, a local tax lien, 
although general in its origin, had actually been enforced by a tax 
sale before the federal priority attached, yet the Supreme Court 
held it to be ‘‘only a general, unperfected lien’’ because neither 
title nor possession had yet been taken under the tax sale.**® A state 
court has held, however, that the requirement that title or posses- 
sion be taken in order to perfect a general lien applies only to per- 
sonal property and that a lien on all one’s real property is choate 
without that, provided, of course, the amount due is conclusively 
fixed.*”° 

It might be thought that at least a seizure under a levy would be 
enough to perfect a lien under the most exacting standard of ‘‘cho- 
ateness,’’ *! yet it appears that even something more may be de- 
manded. In the recent landlord’s lien case, United States v. Scovil, 
the federal tax liens had arisen before the distress for rent and, in 
fact, before the rent became delinquent, although the tax lien was 
filed after such distress.*” If the Court had stopped with a holding 
that since the landlord is not a purchaser, mortgagee, etc., filing of 
the federal lien is unnecessary as against him and that the land- 
lord’s lien was inchoate when the tax lien arose, the decision would 
not have been startling. But the Court gratuitously added, ‘‘ More- 
over, the distress lien was not perfected in the federal sense’’ when 


488 See Beeghly v. Wilson, 152 F.Supp 726, 734 (N.D.Iowa 1957), declaring that the 
tests of what is a specifie and perfected lien do not apply to the federal lien but only to 
‘“non-federal liens which come in conflict with Government tax liens.’’ 

489 United States v. Gilbert Associates, 345 U.S. 361 (1953). The Court then remanded, 
‘“for consideration in the light of’’ the Gilbert case, a case in which a state unemployment 
tax lien had been filed against itemized personal property. United States v. Carroll Con- 
struction Co., 41 Wash.2d 317, 249 P.2d 234 (1952), remanded, 346 U.S. 802 (1953). 

490 United States v. State of South Carolina, 227 S.C. 187, 87 S.E.2d 577 (1955) (state 
income tax given the force of a judgment lien on all real property). The Gilbert Associates 
case, supra note 489, involved machinery, which (although regarded as real property under 
state law, see 97 N.H. 411, 414, 90 A.2d 499, 501 (1952)) was treated as personalty by the 
Supreme Court. In United States v. City of New Britain, 347 U.S. 81, 87 (1954), the 
Gilbert case was distinguished in part on the ground that it involved personal property. 
See Kennedy, supra note 466, at 919. But see In re Lane’s Estate, 244 Iowa 1076, 59 
N.W.2d 593 (1953). Cf. Thelusson v. Smith, 15 U.S. (2 Wheat.) 396, 425-426 (1817) 
(judgment lien on all real estate held not choate as against federal priority in insolvency 
until enforced by fieri facias). 

491 See Thelusson v. Smith, 15 U.S. (2 Wheat.) 396, 425-426 (1817). But see Kennedy, 
supra note 466, at 919 n. 88. 

492 348 U.S. 218 (1955), reversing 224 S.C. 233, 78 S.E.2d 277 (1953). A better state- 
ment of the facts is found in the opinion below. 
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the tax liens were filed (a date it had already held not to be ma- 
terial), because that date was within the five-day period after dis- 
tress in which the tenant was permitted to recover his property by 
posting bond. It seems most strange that a lien, otherwise perfected, 
is rendered ‘‘inchoate’’ by the fact that it can be discharged by sub- 
stituting ott er security. One could as well say that a lien is ‘‘incho- 
ate’’ so long as it can be discharged or the property can be redeemed 
from levy by payment of the debt! 

The remaining test of ‘‘choateness,’’ that the identity of the 
lienor be fixed, has rarely caused difficulty.” 

Summary on ‘‘Choateness.’’ One is left with the uncomfortable 
feeling that there is some special magic in a lien for in rem real 
property taxes,** a magic to which no other competing liens can 
hope to aspire, and that the Supreme Court will never prefer any 
other lien over a later federal tax lien unless the debtor has been ir- 
revocably divested of title or possession, or both, before the federal 
lien arises or unless a lien by judgment has been obtained before the 
federal lien is filed. Possibly, as one state court has held, the magic 
of ‘‘choateness”’ will embrace also an in rem lien on the very prop- 
erty assessed for personal property taxes.*® It is at least doubtful 
that a general lien on all the taxpayer’s property, or on all his real 
property, will be recognized, although some state courts have done 
so.** It is clear that any general category short of ‘‘all’’ requires se- 
lection and will not suffice.*” And it is clear as well that a lien on the 
most precisely identified property is not choate until the amount 


493 See United States v. Knott, 298 U.S. 544 (1936), explained in Kennedy, supra note 
466, at 913 n. 50. 

494 Such liens were preferred over later federal tax liens in United States v. City of New 
Britain, 347 U.S. 81 (1954), and over the insolvency priority in United States v. Atlantic 
Municipal Corp., 212 F.2d 709 (5th Cir. 1954), and United States v. State of South Caro- 
lina, 227 8.C. 187, 87 S.E.2d 577 (1955). 

495 Evans v. Stewart, 245 Iowa 1268, 66 N.W.2d 442 (1954). Although the property 
assessed (furniture, fixtures, and stock in trade) was as broad a category as in the Waddill 
ease, supra note 481, the lien in the Evans case was not lost by removal from the premises, 
nor (as in the Spokane case, supra note 479) by disposition of such property. Only a sale 
of stock in trade, other than in bulk, to a bona fide purchaser would defeat the lien in the 
Evans case. But Evans can be reconciled with Illinois v. Campbell, supra note 484, and 
with Gilbert Associates, supra note 489, only on the theory that there is something special 
about a lien on the very property taxed, however broad it may be, in contrast to a lien on 
all property. Doubt is cast on the Evans decision by Exchange Bank & Trust Co. v. Tubbs 
Mfg. Co., 246 F.2d 141 (5th Cir. 1957), cert. denied, 355 U.S. 868 (1957), which subordi- 
nated a personal property tax lien to the federal priority even though the lien was one that 
would follow the very property taxed into the hands of a transferee (as had been held in 
In re Brannon, 62 F.2d 959 (5th Cir. 1933) ). 

496 Supra notes 485, 486, and 490. 

497 Supra note 484, 
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due is fixed beyond possibility of administrative or judicial re- 
view.*8 

Contractual Liens. Persons who extend credit on the faith of 
statutory liens on property have been placed in an impossible situ- 
ation. They not only are exposed to the possibility of subordination 
to federal tax liens already existing, which they have no sure means 
of discovering,*” but the property may be taken on account of liens 
for federal taxes not yet even incurred by their debtor. 

Can the mechanic, landlord, or other statutory lienor improve his 
position by contracting for a mortgage or lien? The Government, 
having destroyed all but a few statutory liens, has turned its atten- 
tion to contractual liens and apparently will enjoy equal success in 
that area. The Supreme Court, in still another cryptic per curiam 
decision—but over the vigorous dissent of four justices—has held 
in the Ball Construction Company case that the federal tax lien 
prevails over a previous assignment to secure a contingent obliga- 
tion if the event against which the assignee sought protection has 
not occurred when the federal tax lien arises.5° That decision means 
that it will be impossible for sureties, endorsers, and others to se- 
cure themselves against contingent obligations without risk that 
some after-arising federal tax lien will deprive them of their pro- 
tection.°° And it will be a short step from there to the view that a 
contractor who protects himself with a second mortgage on the 
building he is erecting or the landlord who takes an express mort- 
gage or deposit to secure future rent is not protected against federal 
tax liens arising during the construction or the tenancy.®” So also, 


498 Supra notes 473-478. 

499 Section 6323(d) (1954), supra note 445, permits the Director to give out information 
only about liens which have been filed, not to reveal the delinquencies of those against 
whom he has not chosen to file a lien. 

500 The lower courts had held the assignee to be a ‘‘pledgee’’ or ‘‘mortgagee,’’ pro- 
tected by what is now section 6323(a) (1954). R. F. Ball Construction Co. v. Jacobs, 140 
F.Supp. 60 (W.D.Tex. 1956), aff’d, 239 F.2d 384 (5th Cir. 1956), rev’d, — U.S. — (1958). 
The Government argued that those terms require an existing indebtedness. But even if the 
assignee did not technically fit the terms of section 6323(a) (1954), the fact remains that 
he acquired a contractual property interest before the tax lien arose, not merely before it 
was filed. See discussion p. 468 supra. 

500° Where feasible, it is suggested that sureties and endorsers have the primary obligee 
hold the security and agree to look to such security before going after the surety or 
endorser. Since the primary obligee holds an unconditional obligation, the security would 
be safe from later federal tax liens. 

501 The Government prevailed over a prior ‘‘inchoate’’ contractual lien of a landlord in 
Terry v. Title & Trust Co., 207 Ore. 356, 295 P.2d 161 (1956). Contra: Evans v. Stewart, 
245 Iowa 1268, 66 N.W.2d 442 (1954). See also Beeghly v. Wilson, 152 F.Supp. 726 (N.D. 
Iowa 1957) discussed at note 374 of First Installment in the March issue (contingent con- 
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the logic of the Government’s argument in the Ball case can lead 
only to the conclusion that a construction loan is not protected as 
a ‘‘mortgage’’ until the money is advanced and the debt arises, even 
though the obligation to make the advances exists before the tax 
lien.®” 

Special Tax Liens. A prospective creditor or purchaser must take 
into account not only the general tax lien but also the special liens 
for estate tax, gift tax, and distilled spirits tax which, as they affect 
the person liable, have been described in the first part of this 
paper.> 

Estate Tax Lien. The estate tax lien, as we have seen, exists from 
the moment of death, before the tax is even determined; and a de- 
ficiency determined long afterward may be enforced against the 
liened property.5* The lien is not required to be filed but exists as 
a secret lien discoverable only from the fact that someone who 
owned the property during the preceding ten years had died.5® 
However, certain protections are provided for innocent third par- 
ties. 

In three prescribed situations protection is given to a bona fide 
purchaser, mortgagee, or pledgee for an adequate and full consid- 
eration in money or money’s worth.®” It has been ruled that the 
words ‘‘bona fide’’ in this context require only that the dealing be 
‘‘at arm’s length, as between strangers’’ and that knowledge of a 
death in the chain of title does not subject the purchaser or encum- 


tractual right of setoff not recognized). Concerning rent deposits, see note 615 infra. 
Pledge of contract proceeds to subcontractor, see note 715 infra. 

502 See note 636 infra. The Government in its petition for certiorari in the Ball ease, 
supra note 500, made much of the fact that the assignment, relating to the proceeds of one 
contract, was executed nine months before the entering into a wholly separate contract on 
which the loss was suffered. But the assignment indemnified against loss on future con- 
tracts, and the second contract was bonded in reliance thereon, all before the tax lien ex- 
isted. Although the loss was incurred only after the federal liens were filed, the obligation 
to make it good if and when it occurred antedated the tax lien. 

503 See discussion pp. 264-267 of First Installment in March issue. 

504 See notes 115-116 in First Installment in March issue. 

505 Detroit Bank v. United States, 317 U.S. 329 (1943). The law makes no provision for 
the Director to give out, upon request, information about the special estate tax lien, since 
that lien is not covered by section 6323(d) (1954) (supra note 445). Reg. Sec. 301.6323-1 
(ce) (4) (1956). Furthermore, even the Director may not know the amount of the lien. See 
discussion p. 476 supra. Certain state laws on the filing of federal tax liens, passed in sup- 
posed conformity with section 6323(a) (1954), go beyond the authority thereby granted to 
the states and provide, for example, that ‘‘No federal tax shall be a valid lien... . until 
the notice thereof shall be filed as provided by this section.’’ N.J. Stat. ANN. § 46.16-13 
(1940). So far as the special liens for estate tax, gift tax, and distilled spirits tax are con- 
cerned, such state statutes are invalid. Cf. United States v. Snyder, 149 U.S. 210 (1893). 

506 Concerning the adequacy of consideration, see note 449 supra. 
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brancer to the lien,®° except in the one situation where lack of 
knowledge of the lien is expressly made controlling.®* However, 
judgment creditors *® and any other lienors—mechanic-lienors, 
landlords, state or local taxing units,®” ete.—are afforded no pro- 
tection whatever against the secret estate tax lien. 

The situations in which bona fide purchasers, mortgagees, and 
pledgees, if they meet the above qualifications, are protected are: 

1. In the case of property that passed through the probate estate 
and realty passing directly to heirs or devisees,*™ they are protected 
only if the executor or administrator ** has obtained a discharge 
from personal liability for the estate tax.*'* Persons who purchase 
or encumber property of an estate, or which has passed through an 
estate whether or not they know it, are not protected from the estate 
tax lien if the executor neglected to obtain such a discharge from 
the estate tax liability or has not yet obtained it. Wherever there 
is a death in the chain of title, a prospective purchaser or encum- 
brancer should demand evidence of such discharge of the executor’s 
personal liability, or release of the estate tax lien itself should be 
sought, under the procedure heretofore described.*"* 

2. In the case of other property includible in the gross estate— 
dower, curtesy, certain inter vivos transfers, annuities, life insur- 
ance, joint property, and property subject to a general power—the 
law is more liberal, presumably because of the difficulties third par- 


507 Rev. Rul. 56-144, 1956-1 Cum. BULL. 563. 

508 With respect to ‘‘ securities.’’ See note 517 infra. 

509 United States v. McGuire, 42 F.Supp. 337 (D.N.J. 1941) (judgment on a pre-death 
debt, obtained after death but before assessment, is subject to estate tax lien). 

510 Michigan v. United States, 317 U.S. 338 (1943). 

511 I.e., property interests owned by the decedent at death and taxed under section 2033 
(1954), as distinguished from property includible in gross estate under sections 2034-2042 
(1954). 

512 If there was none, then the person in actual or constructive possession of property 
of the decedent. I.R.C. § 2203 (1954). 

513 ILR.C. § 6324(a) (3) (1954). Such discharge is obtainable upon application by the 
executor for a determination of the amount of the tax and upon payment of the amount 
determined. The Director has one year from the application, or from the filing of the return 
if that is later, to make the determination. I.R.C. § 2204 (1954). This should not be con- 
fused with the discharge of the executor by the probate court, which does not relieve him 
of personal liability for the estate tax (Helen Dean Wright, 28 B.T.A. 543 (1933)) and 
which will not affect the estate tax lien. In the case of a transfer or encumbrance of prop- 
erty, under such circumstances that the lien is relieved, the lien is transferred to the con- 
sideration received. 

514 See notes 260-269 in First Installment in March issue. Although the discussion in 
Wright, Title Examinations as Affected by the Federal Gift and Estate Tax Liens, 51 
Micu. L. REv. 325, 338-344 (1953), is partially obsolete as a result of changes made by 
the 1954 Code, it still contains points of interest. 
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ties would encounter in knowing that such properties had been in- 
cludible in some decedent’s taxable estate. Regardless of whether a 
discharge has been obtained by the executor, such property is freed 
of the lien in the hands of a bona fide purchaser, mortgagee, or 
pledgee meeting the qualifications described above.>® 

3. In the case of ‘‘securities,’’ as heretofore defined,*”* the estate 
tax lien is invalid against a mortgagee, pledgee, or purchaser for 
an adequate and full consideration in money or money’s worth, but 
only if he lacked notice or knowledge of the existence of the lien.*!” 

In addition, any person providing funds by purchase of property 
or by lending thereon, which are actually used for the payment of 
administrative expenses or of charges against the estate which are 
allowed by the court, will be freed of the lien to that extent.*"* 

It should be borne in mind that in addition to the special estate 
tax lien, the general tax lien will arise as soon as the estate tax has 
been assessed and will bind property in the hands of the executor 
and property which he distributes after the general lien arises. Once 
such general lien is filed, purchasers and encumbrancers will be 
bound thereby even if one of the foregoing grounds for relief from 
the special lien exists.*?® However, in the case of property which 
never passed through the hands of the executor or which had been 
distributed before the tax was assessed, the general lien will not 
arise until a ‘‘transferee’’ assessment is made.®”° 

Since the estate tax lien is impressed upon the gross estate of the 
decedent, the question arises whether the lien holds a superior posi- 
tion with respect to property already encumbered before death, 
which is includible in full in ‘‘ gross estate,’’ the encumbrance being 
merely a deduction in reaching the net amount taxable. No decision 
has yet subordinated a pre-death specific lien or encumbrance, but 
the Supreme Court has indicated that the issue is an open one.®! 


515 I.R.C. § 6324(a) (2) (1954). The lien is transferred to the entire assets of the person 
selling or encumbering the property, but the transferred lien in turn is divested in favor of 
a bona fide purchaser, mortgagee, or pledgee. 

516 Supra note 450. 

517 T.R.C. § 6324(¢c) (1954). 

518 Section 6324(a) (1) (1954) relieves property ‘‘used’’ for such payments, and it has 
been construed to relieve property sold or borrowed upon if the proceeds are so used. United 
States v. Security-First Nat. Bank, 30 F.Supp. 113, 118 (S.D.Cal. 1939). The burden of 
showing that it was so used is upon the person claiming the property free of lien. Smythe 
v. United States, 169 F.2d 49 (1st Cir. 1948). See further discussion in note 118 in First 
Installment in March issue. 

519 See notes 114 and 118 in First Installment in March issue. 

520 See I.R.C. §§ 6324(a) (2) and 6901(h) (1954). See generally notes 853-856 infra. 

521 See Michigan v. United States, 317 U.S. 338 (1943). Apparently the Government 
argued that the estate tax lien is superior to a pre-death pledge in In re Decker’s Estate, 
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In any event, a competing lien which does not meet the Supreme 
Court’s stringent standards of ‘‘perfection’’ is in jeopardy.5” Of 
course, a mere general creditor with no lien before death is sub- 
ordinated even though he gets a judgment after death but before 
the general tax lien is filed.*** 

Gift Tax Iien. Although the gift tax is a lien on all gifts for ten 
years from the time they are made and no provision is made for 
filing such lien, the lien is divested from any such property when 
it is transferred to a bona fide purchaser, mortgagee, or pledgee for 
an adequate and full consideration in money or money’s worth.** 
As discussed above in connection with the estate tax lien, it would 
seem that the concept of ‘‘bona fides’’ does not deprive of protec- 
tion the purchaser or encumbrancer who knows or should know that 
there was a gift in the chain of title within the preceding ten years 
and that there may be an unpaid gift tax liability.°° A judgment 
creditor, mechanic-lienor, or any other lienor, however, is in jeop- 
ardy of the gift tax lien even though he may have no means of know- 
ing that some time in the past ten years the preperty, whether real 
or personal, was the subject of a gift.°** 


355 Pa. 331, 49 A.2d 714 (1946), although the opinion does not mention that lien, holding 
only that a prior pledge prevails over the priority of the United States in an insolvent 
estate under Rev. Stat. § 3466, 31 U.S.C. § 191 (1952) (infra note 529). See Sarner, 
supra note 466, at 749. 

522 In United States v. Desmond, 45-1 U.S.T.C. J 10,192 (N.D.Cal. 1944), realty had 
been sold for taxes prior to death, but no conveyance had yet occurred because the redemp- 
tion period was open. The property had been included in the gross estate on the return. 
The estate tax lien was held not to attach. 

523 United States v. McGuire, 42 F.Supp. 337 (D.N.J. 1941). 

524 T.R.C. § 6324(b) (1954). See notes 123-127 in First Installment in March issue. Con- 
cerning the adequacy of consideration, see note 449 supra. The lien is transferred to all the 
property of the donee until that property in turn passes to a bona fide purchaser, ete. 
There is also, with respect to the gift tax lien, an exception for ‘‘securities’’ transferred 
to a purchaser, mortgagee, or pledgee without notice of the lien for an adequate and full 
consideration in money or money’s worth. I.R.C. § 6324(e) (1954); see note 517 supra. 
But it does not, in the case of the gift tax, seem to add anything to the divestment of the 
lien provided upon the sale or encumbrance of any other kind of property. 

525 Supra note 507. There has been no ruling on the gift tax lien. For speculation con- 
cerning whether lack of notice is essential to bona fides and, if so, what type of informa- 
tion will put the purchaser on notice, see Wright, supra note 514; Peters and Maxey, The 
Gift Tax Lien and the Examination of Abstracts, 5 Miami L.Q. 64 (1950). In an address 
by Spencer Zimmerman, Jr., of the Office of Chief Counsel, Internal Revenue Service, 
before the New York State Title Association, at Lake Placid in 1956, it was stated that 
transfers for love and affection, or under a gratuitous trust instrument, or into tenancy 
by entirety through a straw man should sound the alarm to the examiner of a title, and 
that any title examiner who attempts to decide that there is no gift tax liability where a 
deed indicates a gratuitous transfer assumes some risk unless his title certificate is qual- 
ified. 

526 If the gift property has been disposed of to a person protected under section 6324(b) 
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Distilled Spirits Lien. As we have seen, the distilled spirits lien is 
expressly made a ‘first lien’’ on the property subject thereto. Its 
priority over the pre-existing interests of the landlord, mortgagee, 
judgment creditors, and lienors is made secure by exacting their con- 
sent thereto.**? But there is no requirement that either the lien or such 
consents be filed, and subsequent purchasers, mortgagees, and li- 
enors must take warning from the nature or use of such property 
that there may (unless the distiller has given bond) be a secret lien 
on the premises that will be superior to their interests.°” 

Insolvency Other Than Bankruptcy. When the assets of an insol- 
vent taxpayer or decedent’s estate are distributed among his credi- 
tors, a further set of rules comes into play. Since the first Congress 
in 1789, it has been the rule that in such a distribution the debts to 
the United States must be first satisfied.**® There was no federal 
bankruptcy law at that time, but when Congress later preempted 
the field of bankruptcy legislation **° and adopted entirely different 
priority rules in bankruptcy, it left the old rule in force for all 
insolvency distributions outside of bankruptcy.®* Taxes are deemed 
‘*debts’’ within the meaning of the provision.5** 


(1954), such unprotected lienors will be subordinate to a tax lien on all the donee’s prop- 
erty (see note 524 supra) for a tax that may not even have been assessed when their in- 
terests are perfected and enforced! Furthermore, such lienors may even be defeated by 
liens arising from subsequent gifts of the property, if their liens have not become 
‘*choate’’ before the gift occurs. See notes 463-501 supra. 

527 See notes 128-131 in First Installment in Match issue. 

528 In Mansfield v. Excelsior Refining Co., 135 U.S. 326 (1890), it appears that the con- 
sent of the landlord was recorded as a protection against later purchasers and encum- 
brancers. In view of the absence of any federal law requiring such recording, it seems 
that third parties are bound regardless thereof. Cf. United States v. Snyder, 149 U.S. 210 
(1893) ; Detroit Bank v. United States, 317 U.S. 329 (1943). 

529 Rev. Strat. § 3466, 31 U.S.C. § 191 (1952). The law traces to the Act of July 31, 
1789, 1 Star. 42, and has been in substantially its present form since 1797 (1 Start. 515). 
The Government’s priority does not derive from the sovereign prerogative (as known in 
the English common law), but is exclusively founded upon statute, so that priority is 
allowed only when the terms of the statute, liberally construed in the Government’s favor, 
are met. United States v. Bank of North Carolina, 31 U.S. (6 Pet.) 25, 35 (1832). A 
surety who satisfies a federal tax is subrogated to the Government’s priority in insolvency. 
Rev. Stat. § 3468, 31 U.S.C. § 193 (1952). But if other federal claims remain unsatis- 
fied, the surety is subordinate, not equal to such claims. G.C.M. 22499, 1941-1 Cum. BuLL. 
272, citing United States v. National Surety Co., 254 U.S. 73 (1920). 

530 The Constitution authorizes such action (art. 1, § 8, cl.4), but for a substantial part 
of our history the control of bankruptcies was left by Congress to the states. 

581 See notes 564-592 infra. 

532 United States v. Emory, 314 U.S. 423 (1941). The priority granted the United States 
under Rev. Stat. § 3466, 31 U.S.C. § 191 (1952), does have a limited application in bank- 
ruptcy, however. See note 564 infra. 

533 Price vy. United States, 269 U.S. 492 (1926). Although the priority applies to all 
kinds of debts to the United States, the present discussion considers it primarily from the 
standpoint of tax debts. 
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Circumstances Giving Rise to Priority. In the case of a decedent’s 
estate, the existence of insolvency is enough to make the priority 
applicable. The insolvency of a living debtor is not enough to make 
it apply unless the insolvency is manifested by one of the following 
formal acts: *** (1) a ‘‘voluntary assignment,’’ made by a debtor 
not having sufficient property to pay all his debts; (2) the attach- 
ment of the estate and effects of an absconding, concealed, or absent 
debtor ; °° or (3) the commission of an act of bankruptcy ** (even 
though bankruptcy does not ensue). The most common applications 
of the priority are in insolvent estates of decedents, in equity receiv- 
erships,*** and in assignments for creditors.*** It may also apply, 


534 United States v. Oklahoma, 261 U.S. 253 (1922). 

535 This has been held not to refer to the type of attachment which secures only the 
ereditor making the attachment, even if the debtor has absconded or is concealed or absent, 
and even if all his property is attached. Rather, it refers to a form of attachment, in effect 
in certain states at the time the law was enacted, by which the absconder’s property was 
sequestered and administered for the benefit of all his creditors. Prince v. Bartlett, 12 
U.S. (8 Cranch) 431 (1814) ; United States v. Wilkinson, 28 Fed. Cas. 605, Case No. 16,695 
(C.C. Mo. 1878) ; People’s Nat. Bank v. Corse, 133 Tenn. 720, 182 S.W. 917 (1916). 

536 See 11 U.S.C. § 21(a) (1952). 

537 Procuring, permitting, or suffering the appointment of a receiver or trustee to take 
charge of one’s property while insolvent or unable to pay debts as they mature is an act 
of bankruptcy (11 U.S.C. § 21(a) (5) (1952)), which makes Rev. Star. § 3466, 31 U.S.C. 
§ 191 (1952), applicable. United States v. Emory, 314 U.S. 423 (1941). There has been 
a progressive broadening of the circumstances in which a receivership is an act of bank- 
ruptey, and early decisions restricting the application of Rev. Stat. § 3466 in receiverships 
must be read with such changes in mind. Although the Supreme Court has expressly held 
the question open (Illinois v. Campbell, 329 U.S. 362, 368-369 (1946)), it is generally 
considered that the receivership must be a general one and that the appointment of a re- 
ceiver in a mortgage foreclosure (Central Fibre Products Co. v. Hardin, 82 F.2d 692 (5th 
Cir. 1936), cert. denied, 299 U.S. 547 (1936); Elfast v. Lamb, 111 F.2d 434 (2d Cir. 
1940) ) or in proceedings supplemental to execution (Kohlman v. Alexander, 1 App. Div. 
2d 334, 150 N.Y.S.2d 134 (1956)) will not make the priority applicable, unless a receiver- 
ship which begins in that fashion is extended and made general, as in United States v. 
Texas, 314 U.S. 480 (1941). A receivership limited to assets in one state was held not to be 
*“general’’ for this purpose. Manhattan Rubber Mfg. Co. v. Lucey, 26 F.2d 839 (S.D.N.Y. 
1928). Even a temporary receivership, if general, is an act of bankruptcy (In re Hewitt 
Grocery Co., 33 F.Supp. 493 (D.Conn. 1940) ) and is enough to make the priority attach. 
Petition of Gilbert Associates, 97 N.H. 411, 90 A.2d 499 (1952), rev’d on other grounds, 
345 U.S. 361 (1953). 

538 Two clauses of Rev. Stat. § 3466, 31 U.S.C. § 191 (1952) involve assignments for 
creditors. The first, listed as ‘‘ (1) ’’ in the text, supra, requires insolvency, but an assign- 
ment even by one who is not insolvent at all may qualify as an act of bankruptcy and thus 
come under category ‘‘ (3)’’ (West Co. v. Lea, 174 U.S. 590 (1899)), which would make 
Rev. Stat. § 3466 applicable, provided insolvency ensues before the time of distribution 
(see notes 544-545 infra). The assignment must be a general one, covering all the assets 
of the debtor, although the omission of a minor part of such assets by mistake or in order 
to defeat the priority, is disregarded. United States v. Hooe, 7 U.S. (3 Cranch) 73, 90 
(1805). Even if it does not appear on the face of the assignment that the listed property 
is all the debtor’s free assets, the assignment is ‘‘general’’ if it in fact covers substan- 
tially everything (Wohlschlaeger v. Duncan, 157 F.2d 933 (8th Cir. 1946) ), but a presump- 
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for example, when liquidators take over an insolvent state bank,**® 
but in such cases the normal priority of federal taxes gives way to 
the rule that no such tax shall be assessed or collected if it would 
diminish the assets necessary for full payment of all depositors.**° 


tion that the listed property is not all must in such case be overcome by the Government. 
United States v. Howland, 17 U.S. (4 Wheat.) 108, 116 (1819). 

The term does not include either a conveyance or a mortgage to particular creditors, as 
distinguished from creditors generally (United States v. Hooe, 7 U.S. (3 Cranch) 73, 90 
(1805) ; United States v. Sullivan, 19 F.Supp. 695, 699 (W.D.N.Y. 1937), aff’d, 95 F.2d 
1021 (2d Cir. 1938)), even if all the debtor’s assets are thus transferred or encumbered 
(United States v. McLellan, 26 Fed. Cas. 1127, Case No. 15,698 (C.C.Me. 1838) ), unless the 
assignment is made with intent to defeat the priority of a known federal claim. United 
States v. Mott, 6 Fed. Cas. 27, Case No. 15,826 (C.C.N.Y. 1822). If state law gives cred- 
itors generally the benefit of an assignment made to particular creditors, it is a general 
assignment. Wohlschlaeger v. Duncan, supra. 

The term contemplates an assignment of both legal and equitable title for the purpose 
of liquidating the debtor’s affairs and distributing the proceeds equitably among his 
creditors. Central Fibre Products Co. v. Hardin, 82 F.2d 692 (5th Cir. 1936), cert. denied, 
299 U.S. 547 (1936). A mortgage to a trustee for creditors that contemplates a reorgani- 
zation and composition of debts, with liquidation provided only as a last resort, is not 
deemed an assignment for creditors, since it leaves the debtor in possession and poten- 
tially with an equity in the property (United States v. Gargill, 218 F.2d 556 (1st Cir. 
1955) ; Smith v. United States, 113 F.2d 702 (D.Hawaii 1953) ; In re Maine State Race- 
ways, 97 F.Supp. 1016 (D.Me. 1951)), unless the equity of redemption is nominal and a 
sham. See United States v. Bruce Machine Co., 132 F.Supp. 525 (D.Mass. 1955). Likewise, 
a voting trust of corporate stock in favor of creditors is not an ‘‘assignment’’ of assets 
by the corporation. Thrift Packing Co. v. Food Machinery & Chemical Corp., 191 F.2d 113 
(5th Cir. 1951). 

539 Even though a banking corporation is not eligible to become bankrupt (11 U.S.C. 
§ 22(a) (1952)), it may commit an act of bankruptcy, for purposes of Rev. Stat. § 3466, 
31 U.S.C. § 191 (1952). Bramwell v. United States Fidelity & Guaranty Co., 269 U.S. 
483, 489-490 (1926). National banks, however, are excluded from the scope of Rev. Stat. 
§ 3466. Cook County Nat. Bank vy. United States, 107 U.S. 445 (1882). 

540 Section 7507(a) (1954), applicable only if a bank has ceased to do business by 
reason of insolvency or bankruptcy, bars assessing or collecting any tax that would di- 
minish the assets necessary for full payment of depositors. See O.D. 990, 5 Cum. Buu. 
233 (1921). In determining whether necessary assets would be impaired, the liability of 
stockholders for assessments, if collectible, is considered an asset (Reg. Sec. 1.7507-9(c) 
(1957)), but deposit insurance is disregarded (Reg. Sec. 1.7507-9(d) (1957)). (Thus 
the immunity subsidizes the insurance fund.) The immunity extends even to non-banking 
subsidiaries, if a tax on them would reduce what depositors would enjoy upon their liquida- 
tion (Valuation Service Co., 41 B.T.A. 811 (1940) ; I.T. 3518, 1941-2 Cum. Buu. 198) ). 
But if the subsidiary would be insolvent regardless of taxes, so that there would in any 
event be nothing for depositors of the parent bank, the taxes are enforced with full pri- 
ority. Participation Holding Co. 1 T.C. 852 (1943). Only 100 per cent subsidiaries are pro- 
tected. New Jersey Title Guarantee & Trust Co., 13 T.C. 674, 679 (1949), aff’d on other 
grounds, 183 F.2d 169 (2d Cir. 1950) ; C.S.T. 11, 1941-2 Cum. Buu. 253. The immunity 
of the bank or subsidiary is not permanent, but the tax may be re-assessed and collected 
whenever and to the extent that collection will not diminish assets necessary for and avail- 
able to depositors. I.R.C. § 7507 (¢) (2), (3), (4) (1954) ; Reg. See. 1.7507-2(d), 9, and 10 
(1957). Such collection is not prevented by a prior decision of the Tax Court (see Valu- 
ation Service Co., 41 B.T.A. 811, 815-816 (1940)) or of a district court in a collection 
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There are certain acts of bankruptey—fraudulent conveyances, 
preferential transfers, or the obtaining of a lien against the debtor 
through legal proceedings or distraint **'—which may not result in 
the administration of the debtor’s assets (assuming bankruptcy 
does not ensue). There have been a few cases, involving simply the 
question of priority against particular assets, which have enforced 
the insolvency priority rule on the ground that such an act of bank- 
ruptcy had occurred to make the priority applicable.**? However, it 
appears that the priority was intended to apply only in cases ‘‘ when 
the possession and control of the estate of the insolvent is given to 
any person charged with the duty of applying it to the payment of 
the debts of the insolvent.’’ °** 


suit (United States v. Sterling, 106 F.2d 178, 181 (4th Cir. 1939) ), allowing the immunity 
under circumstances existing at the time of the decision. The immunity is intended for the 
benefit of depositors, so that creditors whom state law subordinates to depositors are also 
behind the taxes. G.C.M. 22985, 1942-1 Cum. BuLu. 154. But if state law puts other cred- 
itors on a par with depositors, so that it is necessary to pay the former in full in order to 
pay depositors in full, the taxes are subordinated to both groups. Reg. See. 1.7507—-9(b) 
(1957). 

If a bank is in financial difficulty (not necessarily insolvent) but continues business, 
agreeing to give depositors a lien on subsequent earnings or on segregated or trusteed 
assets in discharge of any part of their claims, no tax may be assessed or collected from 
the bank or the trustee or agent holding the assets if it would diminish assets available 
and necessary for full payment of depositors. I.R.C. § 7507(b) (1954). In such ease, the 
exemption does not extend to the free assets of the bank (G.C.M. 13211, XIII-2 Cum. 
Buu. 173 (1934) ), unless the depositors have a claim against the bank’s general assets 
as well for part of their deposits. If state law requires that a surplus reserve be accumu- 
lated out of earnings before paying depositors, that sum is considered ‘‘available’’ and 
the immunity ends when it covers the unpaid amount of deposits; otherwise tax-free sur- 
plus could be built up for the owners. G.C.M. 22656, 1941-1 Cum. BULL. 293; ef. Clinton 
Trust Co. v. United States, 52 F.Supp. 671 (Ct.Cl. 1943). Unlike the rule under section 
7507(a) (1954), the immunity under section 7507(b) (1954) is permanent, in that back 
taxes cannot be re-assessed and collected, except from any surplus in the segregated fund. 
Reg. See. 1.7507-2(b) and (d) (1957). Under both subsections, the immunity does not 
extend to social security taxes (I.R.C. § 7507(d) (1954)) or to taxes withheld by the 
bank (H.R. Rep. No. 2330, 75th Cong., 3d Sess. (1938), 1939-1 (Part 2) Cum. Buu. 817, 
835) or to transferee liabilities (Ibid. ; New Jersey Title Guarantee & Trust Co. v. Comm’r, 
183 F.2d 169 (2d Cir. 1950) ). 

541 11 U.S.C. § 21(a) (1), (2), and (3) (1952). 

542 United States v. Williams, 139 F.Supp. 94 (M.D.N.C. 1956) (execution on a judg- 
ment while taxpayer was insolvent, held an act of bankruptcy making Rev. Start. § 3466, 
31 U.S.C. § 191 (1952) apply); United States v. Caldwell, 74 F.Supp. 114 (M.D.Tenn. 
1947) (preferential pledge to existing creditor while insolvent). Cf. United States v. 
Winnett, 165 F.2d 149, 152 (9th Cir. 1947) (Government argued that a preference made 
priority apply, but no preference found). If the Williams and Caldwell cases are sound, the 
Government can supply the lack of a formal act when the taxpayer is otherwise insolvent 
by distraining on some of his property, since such distraint is itself an act of bankruptcy, 
although the mere filing of a lien is not. 11 U.S.C. § 21(a)(3) (1952); In re Timberline 
Lodge, 139 F.Supp. 13 (D.Ore. 1955). 

543 Bramwell v. United States Fidelity & Guaranty Co., 269 U.S. 483, 490 (1926); 
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In order for the priority to apply, it is essential that at least by 
the time of distribution there be insolvency in the ‘‘bankruptey”’ 
sense of the debtor not having sufficient assets to pay all his debts 
(as distinguished from the ‘‘equity’’ sense of inability to pay debts 
as they mature).*** But insolvency need not exist from the time of 
the formal act,** except to the extent, if any, that it is required by 
the definition of the particular act relied upon.** 

Extent of Priority. The priority of the Government arises at the 
time of the formal act of insolvency or at death of the debtor, 
whether or not the federal taxes theretofore incurred have been as- 
sessed and become liens.**7 However, the priority statute creates no 
lien and, unless a general or special tax lien also exists, does not 
prevent the receiver or other fiduciary from passing a clear title; 
rather, it prescribes a priority of distribution of the assets under 
administration or of their proceeds.*** 


United States v. Crosland Construction Co., 120 F.Supp. 792, 796 (E.D.S.C. 1954), aff’d 
without discussion of this point, 217 F.2d 274 (4th Cir. 1954) ; Smith v. United States, 
113 F.Supp. 702, 707 (D.Hawaii 1953); Tildesley Coal Co. v. American Fuel Corp., 130 
W.Va. 720, 729, 45 S.E.2d 750, 759 (1947). In United States v. City of New Britain, 347 
U.S. 81, 85 (1954), the priority was referred to as applicable when the debtor is insolvent 
and ‘‘all the property of the debtor is involved.’’ 

544 United States v. Oklahoma, 261 U.S. 253 (1923); United States v. Middle States 
Oil Corporation, 18 F.2d 231 (8th Cir. 1927). If insolvency in that sense does not exist, 
of course all claims will be satisfied and priorities will not be important. But as the Middle 
States case evidences, freedom from the priorities rules may facilitate administration. 

545 Hatch v. Morosco Holding Co., 61 F.2d 944 (2d Cir. 1932), cert. denied, 288 U.S. 613 
(1933) ; Davis v. Miller-Link Lumber Co., 296 Fed. 649 (5th Cir. 1924) ; Davis v. Pullen, 
277 Fed. 650 (1st Cir. 1922). In each case receiverships based on temporary inability to 
meet debts ended in an insufficiency of assets. 

546 An involuntary receivership commencing at a time when there is insolvency in neither 
the ‘‘ bankruptey’’ nor the ‘‘equity’’ sense, even though it ends with insufficient assets to 
pay debts, was held not to be an act of bankruptcy and hence not within Rev. Strat. § 3466, 
31 U.S.C. § 191 (1952), in Hoffman v. United Welding & Mfg. Co., 140 Conn. 547, 102 
A.2d 878 (1954) (stockholder’s suit alleging solvency, but danger of waste of assets). 
If the debtor consents to the receivership while solvent, the question arises whether that 
may be deemed a general assignment for creditors, which is an act of bankruptcy regardless 
of solvency (see note 538 supra). A consent receivership has been held to be a ‘‘ voluntary 
assignment’’ within the meaning of the first of the formal acts under Rev. Star. § 3466, 
31 U.S.C. § 191 (1952), listed above (United States v. Butterworth-Judson Corp., 269 U.S. 
504 (1926); Davis v. Miller-Link Lumber Co., 296 Fed. 649 (5th Cir. 1924)); but to 
qualify as that formal act, insolvency at the time of assignment is essential. A consent 
receivership is not deemed a general assignment of the kind which constitutes an act of 
bankruptcy regardless of solvency. Central Fibre Products Co. v. Hardin, 82 F.2d 692 (5th 
Cir. 1936), cert. denied, 299 U.S. 517 (1936) ; United States v. Middle States Oil Co., 18 
F.2d 231 (8th Cir. 1927) ; Vaccaro v. Security Bank of Memphis, 103 Fed. 436 (6th Cir. 
1900). 

547 County of Spokane v. United States, 279 U.S. 80, 93 (1929). 

548 United States v. Oklahoma, 261 U.S. 253, 259 (1923). 
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On its face the Government’s priority is absolute and admits of 
no exceptions, but appears to require that the United States be 
paid before all creditors, secured or unsecured. Nevertheless, it has 
been acknowledged from earliest times that a pre-existing mortgage 
is superior to the federal priority.*” Later dicta of the Supreme 
Court, however, explained that a mortgage had then been viewed 
as a conveyance of title *' and suggested that the priority even of a 
mortgage remained an open question in jurisdictions where a mort- 
gage is regarded as a mere lien.” However, the courts have not yet, 
even in ‘‘lien theory’’ states, subordinated a prior mortgage,** and 
pledges likewise have been protected.** A mortgage or pledge which 
covers a shifting mass of property or which secures a contingent 
debt may be more vulnerable.*™® 

The Supreme Court has persistently declined to say whether even 
a specific, perfected and choate non-possessory lien, antedating the 
Government’s priority, can prevail over such priority in a distri- 
bution in insolvency.*** Lower courts, however, have regularly given 


549 United States v. Waddill, Holland & Flinn, 323 U.S. 353 (1945). Administration 
expenses, however, are preferred over claims of the United States. See note 826 infra. 

550 Conard v. Atlantic Insurance Co., 26 U.S. (1 Pet.) 386 (1828). 

551 See 4 AMERICAN LAW OF PROPERTY §§ 16.13-16.16 (1952) with respect to the ‘‘ title 
theory’’ and ‘‘lien theory’’ of mortgages. > 

552 See New York v. Maclay, 288 U.S. 290, 294 (1933). Strict application of the rules 
of ‘‘choateness’’ (supra notes 463-502) might defeat many a mortgage, if it must be 
enforced by judicial proceedings in which the amount due might conceivably be placed in 
issue. See Kennedy, The Relative Priority of the Federal Government: The Pernicious 
Career of the Inchoate and General Lien, 63 YALE L.J. 905, 914, 919 (1954). 

553 Exchange Bank & Trust Co. v. Tubbs Manufacturing Co., 246 F.2d 141 (5th Cir. 
1957), cert. denied, 355 U.S. 868 (1957) ; United States v. Guaranty Trust Co., 33 F.2d 
533 (8th Cir. 1929), aff’d on other grounds, 280 U.S. 478 (1930) ; Bank of Wrangell v. 
Alaska Asiatic Lumber Mills, 84 F.Supp. 1 (D.Alaska 1949) ; Evans v. Stewart, 245 Iowa 
1268, 66 N.W.2d 442 (1954). In United States v. Texas, 314 U.S. 480, 483 (1941), the 
Government did not question the priority of the mortgage on the property. The Evans 
case, supra, rested on the theory that section 6323 (1954), which protects mortgages from 
prior unfiled tax liens, showed Congressional intent to protect them from the insolvency 
priority as well. 

554 In re Decker’s Estate, 355 Pa. 331, 49 A.2d 714 (1946) (relying on the effect of sec- 
tion 6323 (1954), supra note 553); In re Levy’s Estate, 70 N.Y.S.2d 72 (N.Y.Surr. Ct. 
1947). See Sarner, Correlation of Priority and Lien Rights in the Collection of Federal 
Taxes, 95 U. or Pa. L. REv. 739, 747 (1947). 

555 See notes 500-502 supra. 

556 See United States v. Gilbert Associates, 345 U.S. 361, 365 (1953) ; Illinois v. Camp- 
bell, 329 U.S. 362, 370-371 (1946) ; United States v. Texas, 314 U.S. 480, 484-486 (1941). 
In Thelusson v. Smith, 15 U.S. (2 Wheat.) 396, 425-426 (1817), a prior judgment lien on 
all the taxpayer’s real estate was held subordinate to the Government’s priority because 
the debtor’s title or possession had not been divested by levy of execution (see note 561 
infra, concerning present status of judgment priorities). But see discussion of early cases 
preferring lien creditors to the Government’s priority in Kennedy, supra note 552, at 
908-912, 915. ‘ 
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preference to liens they regarded as perfected or choate prior to 
the formal act of insolvency.*” But a lien which arises simultane- 
ously with such act is subordinated.** 

Even if a choate lien may prevail over the federal priority, it is 
small comfort for most lienors for, as we have seen, extremely few 
types of liens can qualify as choate ‘‘in the federal sense.’’ *® A 
lien which attaches to specific property and may be enforced with- 
out aid of the courts may qualify as soon as the amount has been 
settled finally. But a lien which must be enforced by suit cannot 
prevail short of final judgment—and perhaps even the judgment 
must be enforced before the federal priority attaches, although 
the modern lower court decisions protect the judgment as soon as 
it becomes a lien.** 

A few years ago, it made quite a difference whether the insol- 
vency priority or strict lien priorities applied in a particular case. 
But, with the amalgamation of the two systems by recent decisions, 
a tax lien will prevail over virtually any competing lien that the in- 
solvency priority will defeat.° Perhaps the principal difference in 
effect between the two systems today is that the insolvency priority 
protects even federal taxes that have not yet become liens ***—the 
formal act of insolvency thus serves in the place of an assessment 
to fix the federal priority. 

Bankruptcy. We have seen that an act of bankruptcy may make 
applicable the priority rules discussed above. But if bankruptcy in 
fact ensues, an entirely different and more liberal set of rules takes 
over.5* 


557 United States v. Atlantic Municipal Corp., 212 F.2d 709 (5th Cir. 1954); United 
States v. State of South Carolina, 227 8.C. 187, 87 S.E.2d 577 (1955) ; Evans v. Stewart, 
245 Iowa 1268, 66 N.W.2d 442 (1954); State v. Woodroof, 253 Ala. 620, 46 So.2d 553 
(Ala. 1950) ; In re Ever Krisp Food Products Co., 307 Mich. 182, 11 N.W.2d 852 (1943). 

558 United States v. Division of Labor Law Enforcement, 201 F.2d 857 (9th Cir. 1953). 

559 Supra notes 463-502. 

560 Thelusson v. Smith, 15 U.S. (2 Wheat.) 396, 425-426 (1817), discussed supra note 
556. 

561 United States v. State of South Carolina, 227 8.C. 187, 87 S.E.2d 577 (1955) ; Meyer’s 
Estate, 159 Pa. Super. 296, 48 A.2d 210 (1946), relying on effect of I.R.C. § 6323 (1954) 
(supra note 553). 

562 Assuming that a prior choate lien (supra notes 556-557), a mortgage or pledge 
(supra notes 552-554), and a judgment (supra notes 560-561) will defeat the insolvency 
priority, as they clearly can defeat the tax lien (supra notes 410 and 462). Concerning a 
possible difference in the test of ‘‘choateness,’’ see note 469 supra. 

563 Contrast the rule in bankruptcy where federal taxes which are not liens at the time 
of the petition rank lower than those that are. Infra notes 587-589. 

564 See Feigenbaum, The Bankruptcy Triangle: Creditor-Debtor-Commissioner, 30 TAXES 
448 (1952). Rev. Srat. § 3466, 31 U.S.C. § 191 (1952), supra note 529, has no effect on 
the priority of taxes in bankruptcy. United States v. Gargill, 218 F.2d 556 (1st Cir. 1955) ; 
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Where Levy Precedes Bankruptcy. If a federal tax has already 
been enforced by sale or if possession of property has been taken 
under a levy before the petition in bankruptcy, the property does 
not come under bankruptcy jurisdiction at all, and normal lien pri- 
ority rules prevail.*” Such advantage is not lost by the Govern- 
ment’s turning the seized property over to the trustee in bankruptcy 
for sale; the liens with their priority unaltered are transferred to 
the net proceeds.>® 

It has been held that where a levy is made before bankruptcy and 
a surplus results from the sale made thereafter, the surplus may be 
applied, free of bankruptcy jurisdiction, on other taxes which were 
assessed before the filing of the bankruptcy petition, even though 
no notice and demand, filing of lien, or levy had yet occurred with 
respect to those taxes.°* 

Inen Before Bankruptcy, But No Levy. If the federal tax has 
been assessed, but neither seizure nor sale has occurred, the prop- 
erty comes under bankruptcy jurisdiction. But in general the heir- 
archy of priorities established by the Bankruptcy Act applies to 
unsecured creditors and, with certain important exceptions, does 
not affect pre-existing liens.*** Federal tax liens are excepted from 
the rule permitting setting aside certain preferential liens obtained 


Adams v. O’Malley, 182 F.2d 925 (8th Cir. 1950) ; United States v. Sampsell, 153 F.2d 731 
(9th Cir. 1946). Cf. Guarantee Title & Trust Co. v. Title Guaranty & Surety Co., 224 U.S. 
152 (1912). Rev. Stat. § 3466 does have a limited priority effect in bankruptcy, in that 
debts covered thereby are ranked fifth in the bankruptcy hierarchy (11 U.S.C. 104(a) (5) 
(1952) ). But since taxes of all kinds rank fourth or better, we may ignore Rev. Srat. 
§ 3466 in this phase of the present discussion. 

565 See notes 203-204 in First Installment in March issue. See also Feigenbaum, supra 
note 564, at 452-454. In the case of a debt owed to the bankrupt, service of a levy on the 
debtor gives possession for this purpose. United States v. Eiland, 223 F.2d 118 (4th Cir. 
1955) ; Freeman v. Mayer, — F.2d — (3d Cir. 1958). 

566 Goggin v. Division of Labor Law Enforcement, 336 U.S. 118 (1949). Sale by the 
trustee may produce a better price, since he can sell free of prior liens (Van Huffel v. 
Harkelrode, 284 U.S. 225 (1931) ), whereas the District Director can sell only the taxpayer’s 
equity (see notes 182, 191, 192 in First Installment in March issue). See Feigenbaum, 
supra note 564, at 459. 

567 There is in such case the required concurrence of a lien and possession, even though 
possession was taken in connection with enforcing different liens. Brust v. Sturr, 237 F.2d 
135 (2d Cir. 1956) ; In re Brokol Mfg. Co., 109 F.Supp. 562 (D.N.J. 1953), rev’d on other 
grounds, 221 F.2d 640 (3d Cir. 1955). But cf. Freeman v. Mayer, 152 F.Supp. 383 (D.N.J. 
1957) (same facts as Brokol in a later plenary suit; contrary result reached because of 
insufficiency of levy to give lawful possession of surplus; but see the new procedures dis- 
cussed at notes 159-161 in First Installment in March issue). Concerning the right to set 
off taxes assessed after bankruptcy, see note 592 infra. 

568 11 U.S.C. § 107(b) and (ec) (1952) ; Goggin v. Division of Labor Law Enforcement, 
336 U.S. 118, 126-127 (1949) ; Oppenheimer v. Oldham, 178 F.2d 386, 389 (5th Cir. 1949) ; 
Claude D. Reese, Inc. v. United States, 75 F.2d 9 (5th Cir. 1935). 
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within four months of bankruptcy.®® It is immaterial whether the 
federal tax lien was filed before bankruptcy; it is enough that it 
arose before, since the trustee in bankruptcy is not under present 
law deemed a judgment creditor *” or a purchaser ** who would be 
protected against unfiled liens.* Furthermore, even if notice and 
demand have not been made before bankruptcy, they may be made 
thereafter and will relate back to perfect the lien arising upon the 
prior assessment.°” 

As against personal property, however, a federal tax lien not en- 
forced by seizure or sale before bankruptcy is subordinated to ad- 
ministration expenses and preferred wage claims. As against 
real property, on the other hand, the pre-bankruptcy federal tax lien, 
even though it had not been enforced, is superior to all unsecured 
claims and subject only to administrative expenses which benefit 
the property.°” 

The priority of the federal tax lien as against other lien creditors 
is to a large extent determined by the rules, heretofore discussed, 
applicable in the absence of bankruptcy or insolvency.®° However, 
it is understood that some bankruptcy courts, in unreported deci- 
sions, are continuing to give priority to mechanic’s liens and other 


569 11 U.S.C. § 107(b) (1952). 

570 United States v. England, 226 F.2d 205 (9th Cir. 1955) ; United States v. Eiland, 
223 F.2d 118 (4th Cir. 1955). Before 1952 the Bankruptcy Act (11 U.S.C. § 110(¢) (1952) 
before amendment) gave the trustee ‘‘all the rights, remedies, and powers of a judgment- 
creditor then holding an execution duly returned unsatisfied,’’ and that was considered to 
entitle him to protection as a judgment-creditor against unfiled tax liens. See United States 
v. Sands, 174 F.2d 384 (2d Cir. 1949). But see In re Taylorcraft Aviation Corp., 168 F.2d 
808 (6th Cir. 1948). Such language is no longer in the Act. See Feigenbaum supra note 
564, at 451. 

571 New York Terminal Warehouse Co. v. Bullington, 213 F.2d 340, 344 (5th Cir. 1954). 

572 Pending legislation, H.R. 5195, 85th Cong., 1st Sess. (1957), which has the official 
endorsement of the American Bar Association (see 43 A.B.A.J. 654 (July, 1957) ), would 
in effect protect the trustee both as a judgment-creditor (by amendment of 11 U.S.C. 
§ 110(¢) (1952) ) and as a purchaser (by amendment of 11 U.S.C. § 107(c) (1952)). See 
MacLachlan, Secured and Prior Claims in Bankruptcy, 13 Business Law. 128 (1957). 
Although the trustee parts with nothing in reliance on the taxpayer’s apparent freedom 
from tax liens, a policy reason therefor (making more real estate available for wage 
earners’ claims) is suggested in In re Green, 124 F.Supp. 481 (N.D.Ala. 1954). 

578 11 U.S.C. § 107(b) (1952); cf. Brust v. Sturr, 237 F.2d 135 (2d Cir. 1956). See 
Feigenbaum, supra note 564, at 450-451. 

57411 U.S.C. § 107(c) (1952) ; California State Department of Employment v. United 
States, 210 F.2d 242 (9th Cir. 1954). 

575 11 U.S.C. § 107(b) and (c) (1952); see Goggin v. Division of Labor Law Enforce- 
ment, 336 U.S. 118, 127 (1949). See also Feigenbaum, supra note 564, at 452-453. Concern- 
ing adminstrative expenses charged on liened real property, see note 827 infra. 

576 See particularly discussion pp. 467-475 supra. 
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liens which, under present decisions, would be too inchoate for 
recognition in the absence of bankruptcy. Inchoate statutory liens 
enjoy special favor in bankruptcy, in that they may be perfected 
after bankruptcy and will then relate back to their inception as 
against the trustee.* A number of earlier appellate decisions had 
held that mechanic’s liens ®** or state or local tax liens *” perfected 
after bankruptcy could relate back to the date provided by state 
law and defeat federal tax liens antedating bankruptcy. Since such 
‘‘relation back’’ results from federal and not state legislation, dif- 
ferent considerations are involved than in the ordinary lien priority 
case. It should be noted, however, that the Bankruptcy Act provides 
only for the validity and ‘‘relation back’’ of the competing lien as 
against the trustee **° and does not affect priorities as between li- 
enors.®*! It is quite possible that in view of the present attitude of 
the Supreme Court, such inchoate liens would now be defeated by 
a federal tax lien arising before bankruptcy and before the compet- 
ing liens are perfected.” 

If the Government has a tax lien ahead of another lienor, but the 
latter obtains possession of personal property before bankruptcy, 
he does not thereby gain priority over the federal claim. However, 
a ‘‘cireular priority’’ situation results. The competing lienor is free 
of administration expenses and wage claims but is behind the 
United States, which is subject to administration expenses and wage 
claims.*** The puzzle is best solved by setting aside an amount equal 
to the federal tax claim and satisfying the competing lien from what 
remains; then, administration expenses and wage claims are paid 


577 11 U.S.C. § 107(b) (1952). 

578 In re Taylorcraft Aviation Corp., 168 F.2d 808 (6th Cir. 1948). 

579 Adams v. O’Malley, 182 F.2d 925 (8th Cir. 1950); United States v. Sampsell, 153 
F.2d 731 (9th Cir. 1946). But see United States v. Reese, 131 F.2d 466 (7th Cir. 1942) 
which, although usually regarded as a bankruptcy case, was actually a lien foreclosure suit 
and apparently did not involve Bankruptcy Act priorities at all. See Sarner, supra note 
554, at 757. 

580 11 U.S.C. § 107(b) (1952). 

581 California State Dep’t of Employ. v. United States, 210 F.2d 242 (9th Cir. 1954). 

582 In the case of personal property, the problem is now complicated by the fact that 11 
U.S.C. § 107(¢)(2) (1952) voids, as against the trustee, liens on personalty created by 
state law, such as state tax liens, unless there has been sale, levy, or other taking of posses- 
sion before bankruptcy. But the question discussed above remains even in the case of per- 
sonalty, for the lien thus voided may be preserved for the benefit of the trustee. Thus, if 
the cases cited in note 579 supra remain valid, the trustee may take advantage of the pri- 
ority of any inchoate lien on personalty as against the federal tax lien. See Note, 66 YALE 
L.J. 784, 789 (1957). 

583 11 U.S.C. § 107(¢) (1952). 
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from the amount set aside for the federal lien, with the balance, if 
any, to the Director.*** 

Taxes Not Assessed Before Bankruptcy. If a federal tax has not 
been assessed before the bankruptcy petition is filed, it cannot 
by subsequent assessment ** become a lien recognizable in bank- 
ruptcy.*** As to such taxes, the United States remains an unsecured 
creditor. As against other unsecured creditors, however, federal 
taxes enjoy a priority.**’ They are behind administrative expenses, 
preferred wage claims, and certain expenses of creditors, and they 
are equal to non-lien state and local taxes *** but ahead of other pri- 
ority creditors (including non-tax debts to the United States), land- 
lords, and non-priority creditors. 

Such non-lien federal tax claims are subordinate to all liens which 
are valid against the trustee in bankruptcy. It seems clear, there- 
fore, that non-lien federal taxes would be subordinate to mechanic’s 
liens, state and local tax liens, and any other liens on realty that 
either are perfected or by state law relate back to a date before 
bankruptcy, since even such inchoate liens prevail over the trustee 
and persons claiming under him.**® In the case of personal property, 
however, the Government benefits from the provision that invali- 
dates most state-created statutory liens unless enforced before 
bankruptcy,®” thus leaving such property available for priority un- 
secured creditors, including the United States. 

If the Director levied on certain property prior to bankruptcy, 


584 California State Dep’t of Employ. v. United States, 210 F.2d 242 (9th Cir. 1954). 
See Feigenbaum, supra note 564, at 456; Anderson, Federal Tax Liens—Their Nature and 
Priority, 41 Cauir. L. Rev. 241, 270 (1953). But another court solved the dilemma by first 
paying the state and local liens in full, in disregard of the federal priority over them, then 
the administration expenses and wage claims, and lastly the federal taxes. In re Ann Arbor 
Brewing Co., 110 F.Supp. 111 (E.D.Mich. 1951). Cf. In re Quaker City Uniform Co., 238 
F.2d 155 (3d Cir. 1956), cert. denied March 12, 1957, noted in 66 YALE L.J. 784 (1957). 
See notes 833-841 infra. 

585 Section 6871 (1954) directs that upon bankruptcy any income, estate, or gift taxes 
due shall be immediately assessed, regardless of the pendency of Tax Court petitions. 

586 11 U.S.C. § 107(b) (1952). See Sarner, supra note 554, at 753. 

587 11 U.S.C. § 104(a) (4) (1952). 

588 See Missouri v. Ross, 299 U.S. 72 (1936). 

589 11 U.S.C. § 107(b) (1952) ; In re Knox-Powell-Stockton Co., 100 F.2d 979 (9th Cir. 
1939). See Kennedy, supra note 552, at 931. This situation is distinguishable from that 
discussed at p. 489 supra, where the Government claims under a lien and not through 
the trustee. Thus there appears to be an incentive for such lienors to throw an insolvent 
taxpayer into bankruptcy. Except in the case of decedents’ estates, which cannot become 
bankrupt (In re Fackelman, 248 Fed. 565, 567 (S.D.Cal. 1918) ), most situations which 
would make applicable the federal priority in insolvency would also support an involuntary 
petition in bankruptcy. 

590 11 U.S.C. § 107(¢) (2) (1952). 
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thus removing it from bankruptcy jurisdiction, and a sale, occur- 
ring after bankruptcy, produces a surplus, it has been held that 
non-lien taxes may not be set off by the Government against the 
obligation to turn the surplus over to the trustee in whose hands 
the Government can reach it only after higher priorities are satis- 
fied.°”” 

Taxes Incurred During Bankruptcy. Federal income taxes, em- 
ployment taxes, and other taxes incurred during bankruptcy are ad- 
ministration expenses,” entitled to the highest priority, except as 
against certain recognized liens,*”* but equal to state and local taxes 
incurred during bankruptcy and to other administration expenses.®* 
Taxes incurred before bankruptcy, however, do not rank as admin- 
istrative expenses, even though not paid before bankruptcy.*” 

Withheld taxes during bankruptcy are prior to all other claims, 
whether or not the trustee in bankruptcy does his duty and sets aside 
a traceable trust fund. But earlier withholdings enjoy ‘‘trust fund’’ 
priority only if they can be traced.*” 

Special Bankruptcy Proceedings. In addition to liquidation bank- 
ruptcies, the Bankruptcy Act provides for plans for composition, ex- 
tension, arrangement, or reorganization. In the case of arrange- 


591 Supra note 565. 

592 Brust v. Sturr, 237 F.2d 135 (2d Cir. 1956). The opinion suggests that setoff of non- 
lien taxes against the surplus might be allowed if the sale had already occurred before 
bankruptcy. Setoff of lien taxes was allowed (see note 567 supra). 

593 Security-First Nat. Bank of Los Angeles v. United States, 153 F.2d 563 (9th Cir. 
1946) ; United States v. Killoren, 119 F.2d 364 (8th Cir. 1941) ; In re Lambertville Rubber 
Co., 111 F.2d 45 (3d Cir. 1940). 

59411 U.S.C. §§ 104(a) (1) and 107(b) and (ce) (1952). See notes 574-575 supra. 

595 Since such payments on all administrative expenses may have to be sealed down pro 
rata if the estate will not cover their total amount, the trustee may risk surcharge if he 
makes timely payment of the full amount, even though by delay in paying state unemploy- 
ment tax, the estate will lose part of the credit allowable against the federal unemploy- 
ment tax. I.R.C. § 3302(a)(3) (1954); In re Lambertville Rubber Co., 111 F.2d 45 (3d 
Cir. 1940). If a liquidating bankruptcy supersedes an unsuccessful proceeding for the 
reorganization or relief of the debtor (infra notes 598-603), administrative expenses, 
including federal taxes, incurred in the subsequent proceeding are preferred over those 
incurred in the superseded proceeding. 11 U.S.C. § 104(a)(1) (1952). 

596 Employment taxes, although covered by a return filed after bankruptcy, are con- 
sidered to accrue from day to day as wages are paid, and those attributable to the period 
before bankruptcy are not administration expenses. Pomper v. United States, 196 F.2d 
211 (2d Cir. 1952) ; In re John Horne Co., 220 F.2d 33 (7th Cir. 1955); In re Stannus, 
54-1 U.S.T.C. J 9213 (E.D.Mich. 1953), aff’d, 218 F.2d 957 (6th Cir. 1954). If back wages 
acerued before bankruptcy are paid thereafter by the trustee, the employment taxes 
thereon are deemed incurred during bankruptcy and rank as administration expenses. 
United States v. Fogarty, 164 F.2d 26 (8th Cir. 1947). But see In re John Horne Co., 
supra at 35. 

597 See note 133 in First Installment in March issue. 
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ments under Chapter XI,°** farmers’ compositions and extensions,*” 
and wage earners’ plans,” liens and claims having priority in bank- 
ruptcy cannot be impaired without consent. In the case of reorgani- 
zations under Chapter X,*' railroad reorganizations,®°” and real 
property arrangements,®* no plan which does not provide in full 
for federal taxes can be approved unless the United States consents. 
In other words, if federal taxes cannot be provided for and no com- 
promise can be achieved, the United States has the power to force 
a liquidation, in which normal bankruptcy priorities will prevail. 


Particular Priorities Problems 


Let us now consider certain particular applications of the forego- 
ing priority rules. 

Mortgagees and Pledgees Generally. We have seen that, in gen- 
eral, mortgages or pledges prevail over unfiled general tax liens,** 
probably despite actual knowledge of the lien; * that they are sub- 
ordinate to a previously filed general tax lien, except with respect 
to ‘‘securities’’; °* that they probably prevail over an estate or gift 
tax lien if they are on the property at the date of death or of the 
gift ©" and, under specified conditions, even if they attach later ; °* 
that they are subordinated to the distilled spirits lien; ®® that they 
probably prevail over the priority of the United States in insolvency 
if it attaches subsequently ; *° and that their status is unimpaired by 
bankruptcy.*" 

The label applied by state law is not controlling, and one may be 
a ‘‘mortgagee’’ or ‘‘pledgee’’ for purposes of these rules even 
though he is called a beneficiary of a deed of trust, factor, entruster, 
or holder of a security interest.*”? An assignee of wages ** or of an 


598 11 U.S.C. §§ 737(2) (1952), 752 (1938), 761 (1938), 762 (1938). 

599 11 U.S.C. § 203(k) and (1) (1948). 

600 11 U.S.C. §§ 1059 (1946), 1080 (1938). 

601 11 U.S.C. § 599 (1938). 

602 11 U.S.C. § 205(e) (1936). 

603 11 U.S.C. § 855 (1938). 

604 Supra note 410. 

605 Supra notes 466-467. 

606 Supra notes 448-455. 

607 Supra note 521. 

608 Supra notes 506-508, 511-520, 524-525. 

609 Supra notes 527-528. 

610 Supra notes 550-555. 

611 Supra note 568. See Miners Say. Bank v. Joyce, 97 F.2d 973, 978 (3d Cir. 1938). 

612 Reg. See. 301.6323-1(a) (2) (ii) (1954); S.Rep. No. 1622, 83d Cong., 2d Sess. 575 
(1954). See 9 Business Law. 9 (April, 1954). Concerning trust receipts transactions, 
compare Commercial Credit Corp. v. Bosse, 283 P.2d 937 (Idaho 1955), with United States 
v. Profaci, 137 F.Supp. 795 (S.D.N.Y. 1955). 

618 Knight v. Knight, 272 App. Div. 499, 71 N.Y.8.2d 357 (1947), aff’d, 297 N.Y. 945, 
80 N.E.2d 344 (1948). 
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account receivable *'* to secure a debt fits one or the other of such 
categories. A deposit of cash to secure future liabilities for wages 
or rent has been held to be a pledge,®” although it is questionable 
under the present view of the Supreme Court whether any security 
for future debts can enjoy priority.“ It has also been held that a 
trust mortgage for creditors generally, if the arrangement contem- 
plates a reorganization or composition of debts and the ultimate 
restoration of the taxpayer’s equity and thus is not technically an 
assignment for creditors, ranks as a ‘‘mortgage’’ for purposes of 
lien priorities.“* But the Revenue Service demurs and would con- 
fine the term to more ‘‘conventional’’ security devices.*"* The mort- 
gage or pledge must, of course, secure a valid debt.** 

Unrecorded Mortgages. The tax law does not prescribe that a 
‘‘mortgagee’’ to be protected against an unfiled tax lien must hold 
a recorded mortgage. But some decisions have, in effect, read that 
requirement into the law and have subordinated unrecorded mort- 
gages not only to tax liens that arose before and were filed after 
execution of the mortgage,*® but even to a tax lien that arises later 
and is not filed at all.*° When state law makes a chattel mortgage 
invalid against ‘‘third parties’’ after five years unless re-recorded, 
it has been held invalid against the tax lien in such cireumstances.*” 

On the other hand, some courts have taken the reasonable view 
that the Government does not extend credit on the faith of the tax- 
payer’s apparent title and is not the kind of creditor the recording 
acts were designed to protect, so that an instrument valid between 


614 R. F. Ball Construction Co. v. Jacobs, 140 F.Supp. 60 (W.D.Tex. 1956), aff’d, 239 
F.2d 384 (5th Cir. 1956), rev’d on other grounds, — U.S. — (1958), discussed supra note 
500; Wadley Nurseries v. Matae Construction Corp., 55-2 U.S.T.C. § 9661 (N.Y. Sup. Ct. 
1955). 

615 Deak v. Morris Plan Co., 56-2 U.S.T.C. 9889 (S.D.Cal. 1956) (security for wages) ; 
Gunther v. Smethurst, 54-2 U.8.T.C. 7 9612 (Cir.Ct.Fla. 1954) (deposit in escrow to secure 
rent). There is a conflict on ‘‘ chattel mortgage’’ clauses in leases. Supra note 501. 

615* See note 500 supra. 

616 United States v. Gargill, 218 F.2d 556 (1st Cir. 1955). 

617 Rev. Rul. 56-592, 1956-2 Cum. Butt. 945. 

618 United States v. Shoemaker, 110 F.Supp. 898 (E.D.Ark. 1953), aff’d sub nom. Hart 
v. United States, 207 F.2d 813 (8th Cir. 1953), cert. denied, 347 U.S. 919 (1954) (no con- 
sideration) ; United States v. Regensburg & Sons, 221 F.2d 336 (2d Cir. 1955) (no debt 
because never intended repayment). 

619 Underwood v. United States, 37 F.Supp. 824 (E.D.Tex. 1939), aff’d, 118 F.2d 760 
(5th Cir. 1941) ; In re F. MacKinnon Mfg. Co., 24 F.2d 156 (7th Cir. 1928) ; Edmundson 
v. Scofield, 92 F.Supp. 91 (E.D.Tex. 1950) ; Plains Motors v. Clark, 52-2 U.S.T.C. ¥ 9441 
(D.Wyo. 1952). See also G.C.M. 1089, VI-2 Cum. Buu. 84 (1927). 

620 Mason City & Clear Lake R.R. v. Imperial Seed Co., 152 F.Supp. 145 (N.D.Iowa 
1957). 

621 In re Moody, 132 F.Supp. 855 (E.D.Pa. 1955). 
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the parties should be valid against the tax lien.®? Moreover, if state 
law requires recording only as against bona fide purchasers or a 
similarly restricted class which excludes creditors generally, an un- 
recorded instrument may be upheld against the tax lien.** It has 
also been held that if a transfer is unrecordable, i.e., not required or 
permitted to be recorded, as in the case of certain transfers of choses 
in action, it is valid against the tax lien without recording.** 

The recent trend of decisions requiring strict ‘‘choateness’’ in 
order for any competing interest to prevail over the tax lien may, 
however, lead to the conclusion that an interest, whether recordable 
or not, which can be defeated by a bona fide purchaser is too inchoate 
to be recognized against the tax lien.®*” For the same reason an un- 
recorded mortgage may be subordinated to federal taxes in insol- 
vency.®¢ 

Purchase-Money Security. Under state law purchase money mort- 
gages, conditional vendor’s interests, and equivalent security inter- 
ests have, in general, priority even over pre-existing liens against 
the purchaser, on the theory that such earlier liens can attach only 
to the equity which the purchaser acquires.** Apparently the same 
principle will be applied as against the tax lien.®** 

However, an equitable vendor’s lien, which is invalid against bona 
fide purchasers and often also against creditors without notice,®® 


622 United States v. Anders Contracting Co., 111 F.Supp. 700 (W.D.S8.C. 1953); R. F. 
Ball Construction Co. v. Jacobs, 140 F.Supp. 60 (W.D.Tex. 1956), aff’d, 239 F.2d 384 (5th 
Cir. 1956), cert. granted, 353 U.S. 956 (1957) (the lack of recording is not raised in the 
Government’s petition for certiorari), rev’d on other grounds, — U.S. — (1958). It does 
seem a little ridiculous to see a court, as in Plains Motors v. Clark, supra note 619, examin- 
ing whether the responsible collection officer had no knowledge of the unrecorded instru- 
ment when he filed the lien, thus qualifying the Government as a ‘‘ creditor without notice’’ 
—as if its action would have been any different if he had known! 

623 Brown v. Holland, 53-2 U.S.T.C. 7 9534 (M.D.Ga. 1953). In Leipert v. R. C. Williams 
& Co., 57-2 U.S.T.C. 7 10,044 (S.D.N.Y. 1957), it was held that since New York law 
requires recording only as against bona fide purchasers, an unrecorded deed was good 
against both after-arising and pre-existing but unfiled federal tax liens. 

624 Exchange Nat. Bank v. Davy, 13 F.Supp. 226 (N.D.Okla. 1936); Equitable Life 
Assur. Soc. v. Moore, 29 F.Supp. 179 (E.D. Ill. 1939) ; In re Van Winkle, 49 F.Supp. 711 
(W.D.Ky. 1943). 

625 There are intimations to that effect in United States v. Morrison, 247 F.2d 285 (5th 
Cir. 1957), although it involved an equitable vendor’s lien rather than a mortgage. 

626 Supra note 559. See Sarner, supra note 554, at 748. 

627 New Orleans & Ohio R. R. v. Mellen, 79 U.S. (12 Wall.) 362 (1870). 

628 United States v. Anders Contracting Co., 111 F.Supp. 700 (W.D.S.C. 1953). But ef. 
International Harvester Credit Corp. v. Goodrich, 350 U.S. 537 (1956) (under state tax 
law). 

629 55 AM. Jur., Vendor and Purchaser, §§ 485-490 (1948). 
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has been held invalid even against after-arising federal tax liens.*° 
The Government thus gains the advantage of a net addition to the 
taxpayer’s assets at the expense of the innocent seller. 

Security for Future Advances. If a mortgage is given before the 
loan is advanced, does the lender’s priority over the tax lien date 
from the execution (or recording) of the mortgage or from the ac- 
tual advance of funds? The problem affects open-end mortgages, 
construction or improvement loans (advanced in installments as the 
work progresses), crop or livestock loans, mortgages by way of in- 
demnity (for a surety, accommodation endorser, etc.), fluctuating 
current balances under lines of credit secured by inventories and ac- 
counts receivable, and mortgages securing a bond issue or series of 
bond issues. The future advances may be obligatory or optional, and 
if optional there may nevertheless be a practical necessity for fur- 
ther advances to avoid loss of those already made. 

In general, under state law the priority of a mortgage to secure 
future advances will date from its recording, regardless of the mort- 
gagee’s notice of an intervening lien, if the making of such advances 
is obligatory upon the happening of events beyond the control of the 
mortgagee. If the advances are at the option of the mortgagee, most 
states hold that his lien for subsequent advances will be subordi- 
nated to an intervening lien if he has notice thereof. In a great ma- 
jority of the states, actual notice of such intervening liens is neces- 
sary in order to bind the mortgagee. A minority binds the mortga- 
gee by record notice thereof, in effect treating each optional advance 
as anew mortgage and requiring a search of the title each time.** 

Although one district court applied the majority state rule to pre- 
fer a mortgage over a tax lien filed, unknown to the mortgagee, be- 
fore an optional advance was made,** the Revenue Service has ruled 
that the filing of a tax lien is in all respects the equivalent of actual 
notice and that the priority of an open-end mortgage with respect to 


630 United States v. Morrison, 247 F.2d 285 (5th Cir. 1957); Smith v. Hamilton, 54-1 
U.S.T.C. ¥ 9292 (8.D.Cal. 1954). 

631 But a mortgage for optional future advances (up to a stated maximum) is preferred 
regardless of notice of an intervening lien under Mont. REv. CopE § 52-201 (1947), added 
by Mont. Laws 1949, ¢.150. 

632 See 4 AMERICAN LAW OF PROPERTY § 16.74 (1952) ; 36 Am. JuR., Mortgages, § 233 
(1941) ; Note, 138 A.L.R. 579 (1942). About half the states have also enacted laws pro- 
viding that the filing of a ‘‘notice of intended financing’’ (on inventories and accounts 
receivable) will protect the security of the lender unless he has actual notice of an inter- 
vening lien before making an advance. 

633 The Peoples Bank v. United States, 98 F.Supp. 875 (N.D.Ga. 1951), rev’d on other 
grounds, 197 F.2d 878 (5th Cir. 1952). 
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the tax lien is not fixed until each advance is made.** In subsequent, 
unpublished correspondence, the Service declared that such ruling 
applied only to optional advances and was not intended to impair 
the priority of a construction loan under which the lender is commit- 
ted to advance a specified amount, conditioned upon satisfactory 
progress of the work.®* Yet after more than a year, the Service has 
not seen fit to publish such clarifying ruling, possibly because it is 
inconsistent with its recently successful argument before the Su- 
preme Court that a mortgage or pledge to a surety to indemnify it 
against a loss, which it is obligated to pay upon the happening of a 
specified event, is too ‘‘inchoate’’ to be recognized against a tax lien 
arising after the mortgage is given but before the loss occurs.®**® 
“Revolving Fund’’ and ‘‘ After-Acquired’’ Security. Further 
problems arise where a security interest is created in an ever-chang- 
ing mass of property, such as inventories and accounts receivable. 
State laws vary widely on the validity of such transactions, on the 
need for a specific assignment when new inventories are acquired or 
new accounts come into existence, and on the effect of permitting 
the debtor to commingle the proceeds of such properties.* If state 


624 Rev. Rul. 56-41, 1956-1 Cum. Buu. 562. The theory is that the equity above the 
loan outstanding at any given time belongs to the taxpayer and that a tax lien filed against 
that equity cannot be displaced by a lien for advances made thereafter. Whatever effect 
state law may give to the mortgage with respect to advances yet to be made, it is a mere 
**eaveat of a more perfect lien to come,’’ which could displace the federal lien only by 
‘*relation back,’’ which is not permitted. Cf. United States v. Security Trust & Savings 
Bank, 340 U.S. 47 (1950). In Comp. Gen. Op. B—131183, 57-4 CCH § 6685, a federal con- 
tract containing a ‘‘no setoff’’ clause (31 U.S.C. § 203 (1952)) was assigned to a bank 
to secure present and any future loans. A tax lien arose and was filed while there were no 
loans outstanding. Tax lien ruled superior to later voluntary loans on the security of the 
contract. 

635 Unpublished Ruling A—619373, Aug. 24, 1956, addressed to the United States Savings 
and Loan League. See Prather, Federal Liens As They Affect Mortgage Lending, 13 
Business Law. 118, 122 (1957). 

636 United States v. R. F. Ball Construction Co., — U.S. — (1958), reversing 239 F.2d 
384 (5th Cir. 1956), affirming 140 F.Supp. 60 (W.D.Tex. 1956). See notes 500-502 supra. 
See also Aetna Casualty & Surety Co. v. Horticultural Service, 147 N.Y.S.2d 422 (N.Y. 
Sup. Ct. 1956), rev’d, 158 N.Y.8.2d 750 (App. Div. 1956). But cf. Profaci v. Mamiapro 
Realty Corp., 130 N.Y.S.2d 851 (N.Y. Sup. Ct. 1954) (mortgage to indemnify endorser 
upheld). The arguments used against the mortgage for optional advances (supra note 634) 
would seem almost equally to support the view that until the obligatory advances are actu- 
ally made or the loss is suffered, the mortgagee’s lien is inchoate and conditional. 

637 Compare the strict rules of Benedict v. Ratner, 268 U.S. 353 (1925), and United 
States v. Washington Trust Co., 56-2 U.S.T.C. § 9603 (W.D.Pa. 1956), with the liberal 
provisions of N.Y. PERSONAL Property Law § 45 (Factor’s Lien Act); Unrrorm Com- 
MERCIAL Cope art. 9; Colbath v. Mechanicks Nat. Bank, 96 N.H. 110, 70 A.2d 608 (1950). 
See In re New Haven Clock & Watch Co., — F.2d — (2d Cir. 1958), upholding an assign- 
ment of accounts receivable as against the federal tax lien where the assignment was valid 
under state law. 

















—— 


\e 


as @®@ oF oF @® ey 


_ See oe 


a 











1958] TAX COLLECTION AND LIEN PROBLEMS 497 


law requires a specific assignment after acquisition, the pledge must 
inevitably be subordinated to the federal tax lien which attaches to 
after-acquired property automatically upon its acquisition.“* Fur- 
thermore, it has been held that even if state laws have the effect of 
making such a specific assignment unnecessary against private par- 
ties, the United States is free of any general lien on after-acquired 
property, whether the lien relates to future advances ®* or is substi- 
tuted security for a prior debt.**° 

Many business mortgages, including those supporting bond issues, 
have after-acquired property clauses which may only in part aug- 
ment the lender’s security, since they reflect the fact that the prop- 
erty is constantly deteriorating and that items are constantly being 
replaced. The effectiveness of such clauses against the tax lien is at 
least doubtful.** Conceivably, since the Supreme Court now applies 
to contractual liens the principles of ‘‘choateness’’ developed with 
respect to statutory liens,’ the presence of such a clause might im- 
pair the effectiveness of the mortgage against a federal tax claim 
even with respect to the original mass of property.** 

Crop and livestock mortgages, ‘‘chattel mortgage’’ clauses in 
leases,*** wage assignments, rent assignments,“ and assignments 
of earnings from a contract ** all involve the foregoing problem, al- 
though on the whole they have fared well in decisions to date. Seri- 
ous doubt is cast on their effectiveness against the tax lien, how- 
ever, by the Supreme Court’s decision in the Ball Construction Co. 
case.*** 

Security for Antecedent Debt. A mortgage given for an anteced- 


638 See note 28 in First Installment in March issue. 

639 United States v. Phillips, 198 F.2d 634 (5th Cir. 1952). 

640 In re Stockholders Publishing Company v. Smith, 56-1 U.S.T.C. § 9420 (S.D.Cal. 
1956). Cf. United States v. Gargill, 218 F.2d 556 (1st Cir. 1955) (avoiding opinion on 
the effect of an after-acquired inventory provision). 

641 See United States v. Bruce Machine Co., 132 F.Supp. 525 (D.Mass. 1955). Cf. notes 
639-640 supra. 

642 Supra notes 500-502. 

643 Supra note 484. 

644 Supra note 501. 

645 Supra note 613. 

646 I.T. 3347, 1940-1 Cum. BuLL. 69. 

647 In its petition for certiorari in United States v. R. F. Ball Construction Co., note 
500 supra, the Government attacked a security assignment of ‘‘an unborn account receiv- 
able,’’ even though it had been ‘‘born’’ before the tax lien arose. Such an assignment 
had previously been upheld in Huron Electric Supply Co. v. Everson, 56-2 CCH { 9668 
(Mich. Cir. Ct. 1956). But cf. Aetna Casualty & Surety Co. v. Horticultural Service, 1 
Mise.2d 956, 147 N.Y.8.2d 422 (N.Y. Sup. Ct. 1956), rev’d, 2 App. Div.2d 963, 158 N.Y.S. 
2d 750 (1956). 

648 Supra note 500. 











498 TAX LAW REVIEW [Vol. 13: 


ent debt before the tax lien even arose is, of course, good against the 
tax lien.**® But is such a mortgage the kind which Congress intended 
to protect, when the mortgage is given without new consideration 
after the tax lien arises but before it is filed? Some decisions deny 
such protection,® and others grant it when the creditor gives new 
consideration in the form of extension or forbearance.* The weight 
of authority, however, draws no such distinctions among mortga- 
gees ©? and even allows such a preference to be given to a closely- 
related creditor with knowledge of the unfiled tax lien.®* Even un- 
der the ‘‘securities’’ exception, which protects a mortgagee of ‘‘se- 
curities’’ against a filed lien of which he lacks actual knowledge, but 
which requires that he give an ‘‘adequate and full consideration in 
money or money’s worth,’’ ** an antecedent debt has been held suf- 


ficient.®* 
Refinancing. When a debtor, for the express purpose of paying a 
secured debt having priority over another lien, borrows from a 


649 Even that seemingly obvious point was litigated by the Government unsuccessfully 
in Ferris v. Chie-Mint Gum Co., 14 Del. Ch. 232, 124 Atl. 577 (1924). 

650 Filipowicz v. Rothensies, 43 F.Supp. 619 (E.D. Pa, 1942) ; Faddis v. Schobert, 53-1 
U.S.T.C. ¥ 9355 (D.Utah 1953); United States v. Franklin Federal Savings and Loan 
Assoc., 140 F.Supp. 286 (M.D.Pa. 1956). The Regulations, although not defining ‘‘ mort- 
gagee,’’ describe a ‘‘purchaser’’ as one who acquires property or an interest therein for 
a valuable present consideration. Reg. Sec. 301.6323-1(a) (2) (i) (a) (1954). If the mort- 
gage is given after the consideration has passed but in consummation of the original 
agreement, it is not given for an ‘‘antecedent’’ debt. Profaci v. Mamiapro Realty Corp., 
130 N.Y.S.2d 851 (N.Y. Sup. Ct. 1954). One court reached a similar result where the mort- 
gage amounted to a preference by an insolvent, by holding that it was an act of bank- 
ruptey making the Government’s priority under REv. Stat. § 3466, 31 U.S.C. § 191 (1952), 
supra note 529, applicable. United States v. Caldwell, 74 F.Supp. 114 (M.D.Tenn. 1947), 
notes 542-543 supra. 

651 National Refining Co. v. United States, 160 F.2d 949, 955 (8th Cir. 1947) ; Roselyon 
Corp. v. Webb & Gheradi, Inc., 57-2 U.S.T.C. J 9842 (Cal. Super. Ct. 1957). 

652 Marteney v. United States, 245 F.2d 135 (10th Cir. 1957) ; United States v. Gargill, 
218 F.2d 556 (1st Cir. 1955). 

658 Schmitz v. Stockman, 151 Kan, 891, 101 P.2d 962 (1940) (transfer to grandmother 
to secure past advances with intent to defeat a known tax lien which was filed the next 
day); Runyan Machine & Boiler Works v. Oil Screw ‘‘Captain Pete,’’ 56-1 U.S.T.C. 
{ 9179 (N.D.Fla. 1955) (transfer to controlling stockholder, with knowledge of lien, as 
indemnity for past endorsements). Concerning the effect of knowledge of the unfiled lien 
generally, see notes 446-447 supra. If the debt to the related party is not proved, the mort- 
gage may amount to a fraudulent conveyance. United States v. Shoemaker, 110 F.Supp. 
898 (E.D.Ark. 1953), aff’d sub nom. Hart v. United States, 207 F.2d 813 (8th Cir. 1953), 
cert. denied, 347 U.S. 919 (1954). But an antecedent debt, if proved, is deemed ‘‘value’’ 
under § 3(a) of the UNIFORM FRAUDULENT CoNVEYANCE Act. If the taxpayer is insolvent 
at the time and bankruptcy ensues, the preferential mortgage may be subject to avoid- 
ance under the Bankruptcy Act. 

654 Supra note 448. See also note 517 supra with respect to the estate tax lien. 

655 United States v. Rosebush, 45 F.Supp. 664 (E.D.Wis. 1942). 
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third party who, in ignorance of the lien filed in the interim, fails to 
take an assignment of the prior mortgage, state law in some cireum- 
stances subrogates the new mortgage to the priority of the old. A 
number of district court decisions have applied that doctrine against 
an intervening federal tax lien.**® There are two decisions to the 
contrary, but the brevity of their treatment of the issue leaves doubt 
whether they simply found that the requisites for subrogation un- 
der state law were lacking or concluded that such subrogation can- 
not in any event be invoked against the federal lien.*7 

Insurance Policy Loans. The Revenue Service has ruled that an 
insurance company may make loans on life insurance without dan- 
ger even from filed tax liens, unless the company actually knows of 
the lien,**® because the loan is deemed in effect a prepayment of the 
policy obligation rather than a pledge transaction.®® Any other 
lender, however, would be bound by filed tax liens against the 
policy.° 

Interest and Mortgagee’s Expenditures. If a mortgage or other 
security interest has priority over the tax lien, that priority ex- 
tends as well to the interest on the debt, including interest accrued 
after filing of the tax lien.*** The mortgagee’s legal expenses of 
foreclosing, even though incurred after. filing of the tax lien, have 
also been allowed priority,®” although that was before the recent 
trend of decisions against ‘‘inchoate’’ liens. It is open to question 
whether the mortgagee’s outlays for necessary repairs and for 
property taxes, made to protect his security after the federal lien 
arises, can prevail over the federal claim, even where the prior 
mortgage provides that its lien shall extend to such expenditures. 


656 Potter v. United States, 111 F.Supp. 585 (D.R.I. 1953); Kelley Kar Co. y. United 
States, 56-1 U.S.T.C. { 9481 (S.D.Cal. 1956) ; Fidelity & Deposit Co. v. Lovell, 108 F.Supp. 
360 (S.D.Miss. 1952), aff’d on other grounds, 214 F.2d 565 (5th Cir. 1954); United 
States v. Schwarz, 50-2 U.S.T.C. J 9516 (D.Md. 1950), rev’d on other grounds, 191 F.2d 
618 (4th Cir. 1951) ; Bigley v. Jones, 64 F.Supp. 389 (W.D.Okla. 1946). 

657 United States v. Fidelity & Deposit Co., 214 F.2d 565, 570 (5th Cir. 1954); United 
States v. Breaux, 53-1 U.S8.T.C. 7 9260 (S.D.Cal. 1953). 

658 Concerning the duty imposed when the lien is known, see notes 390-392 in First In- 
stallment in March issue. 

659 Rev. Rul. 56-48, 1956-1 Cum. BuLL. 561, citing Board of Assessors v. New York Life 
Ins. Co., 216 U.S. 517 (1910). 

660 United States v. Royce Shoe Co., 137 F.Supp. 786 (D.N.H. 1956). 

661 United States v. Sampsell, 153 F.2d 731 (9th Cir. 1946) ; Glenn v. American Surety 
Co., 160 F.2d 977 (6th Cir. 1947) ; United States v. Lord, 155 F.Supp. 105 (D.N.H. 1957) ; 
In re Levy’s Estate, 70 N.Y.8.2d 72 (N.Y. Surr. Ct. 1947). 

662 United States v. Sampsell, 153 F.2d 731 (9th Cir. 1946). See Sarner, Correlation of 
Priority and Lien Rights in the Collection of Federal Tazes, 95 U. or Pa. L. REv. 739, 761 
(1947). But cf. note 374 in First Installment in March issue and note 500 supra. See In re 
New Haven Clock & Watch Co., — F.2d — (2d Cir. 1958). 

663 United States v. Lord, 155 F.Supp. 105 (D.N.H. 1957) (priority denied for pay- 
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Purchasers. In large part the priorities of purchasers are gov- 
erned by the same rules as those of mortgagees. Purchasers are pre- 
ferred to unfiled general tax liens,®* but (except in the case of ‘‘se- 
curities’’) ®** they must beware of filed liens even when they buy 
personal property in the ordinary course of business.** They may 
be subject, except under specified conditions, to the estate tax lien 
which need not be filed ; ** and the distilled spirits lien must also be 
guarded against in the case of the kinds of property to which it ap- 
plies.** The rules concerning the effect of knowledge of an unfiled 
tax lien,®® the effect of a transfer for an antecedent debt,*° and the 
effect of failure to record a deed ® are probably about the same as 
for mortgages. 

The Supreme Court has defined a ‘‘purchaser’’ entitled to pro- 
tection against an unfiled tax lien as ‘‘one who acquires title for a 
valuable consideration in the manner of vendor and vendee,’’*” and 
the term, therefore, does not include holders of landlords’ liens,** 
mechanics’ liens,®** attaching creditors,*® and other interests who 


ments of insurance and taxes). But in United States v. Miller, 55-1 U.S.T.C. § 9484 (S.D. 
Fla. 1955), the mortgagee was allowed priority for property taxes which it paid to protect 
its lien. Such property taxes were subordinate to the federal lien but superior to the mort- 
gage, and if the mortgagee had not paid them, they would have been deducted from the 
mortgagee’s share of the proceeds of the property rather than cutting down the federal 
share. See notes 838-844 infra. Can the mortgagee thus improve his position by paying 
the property taxes himself rather than waiting until they are enforced out of his share? 
Where the mortgagee buys a tax sale certificate, not as a payment of property taxes under 
the terms of its mortgage, but as an investment, it cannot improve the position of the lien 
of such certificate by bringing it under the mortgage. In re Lieb Bros., 150 F.Supp. 68 
(D.N.J. 1957). 

664 Supra note 410. 

665 Supra notes 448-455. 

666 Supra notes 417 and 454. 

667 Supra notes 504-508 and 511-520. 

668 Supra notes 527-528. 

669 Supra notes 446—447. 

670 Supra notes 649-655. 

671 Supra notes 619-626. 

672 United States v. Scovil, 348 U.S. 218, 221 (1955). The Regulations, which are based 
on National Refining Co. v. United States, 160 F.2d 951, 955 (8th Cir. 1947), define a 
‘*purchaser’’ as ‘‘a person who, for a valuable present consideration, acquires property 
or an interest in property.’’ Reg. Sec. 301.6323-1(a) (2) (i) (a) (1954). 

678 United States v. Scovil, 348 U.S. 218 (1955). 

674 United States v. Kings County Iron Works, 224 F.2d 232 (2d Cir. 1955), holding 
the contrary view of Cranford v. L. Leopold & Co., 298 N.Y. 676, 82 N.E.2d 580 (1948), 
affirming 273 App. Div. 754, 75 N.Y.S.2d 512 (1947), affirming 189 Mise. 388, 70 N.Y.S.2d 
183 (N.Y. Sup. Ct. 1947), to have been overruled by subsequent decisions of the United 
States Supreme Court. However, a mechanic-lienor may become a ‘‘purchaser’’ of prop- 
erty which is assigned to him in satisfaction of his claim. Wadley Nurseries v. Matac Con- 
struction Corp., 55-2 U.S.T.C. § 9661 (N.Y. Sup. Ct. 1955). 

675 United States v. Hawkins, 228 F.2d 517 (9th Cir. 1955). 
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may be treated as ‘‘purchasers’’ under state laws. The term does 
seem to include an assignee of a chose in action for a consideration, 
although the Government frequently argues that ‘‘assignees’’ and 
‘‘purchasers’’ are two different things.*” 

Fears have been expressed that the protection accorded purchas- 
ers may apply only after (1) the title has been conveyed, and (2) 
the entire purchase price has been paid.*” A recent decision con- 
firms the fear that at least a deed is necessary.** Those who take 
possession without title under installment purchase contracts are 
not regarded as ‘‘purchasers’’ and are not protected even with re- 
spect to the payments made by them in good faith before the lien 
was on file.*® Thus protection is denied to a class sorely in need of 
it.8®° 

When the taxpayer holds an interest which is subject to being cut 
off by a bona fide purchaser from a third party, e.g., if the taxpayer 
holds under an unrecorded deed or has a mere equitable interest, 
the tax lien falls when the taxpayer’s interest falls, even if such lien 
has been filed before the purchase.* 

Judgment-Creditors. Judgment-creditors enjoy a narrower pro- 
tection than mortgagees, pledgees, and purchasers. Although su- 
perior to an unfiled general tax lien,®* they are subordinated to a 
previously filed lien, even with respect to ‘‘securities.’’ ** They 
probably prevail over subsequently arising estate and gift tax 


676 National Refining Co. v. United States, 160 F.2d 949 (8th Cir. 1947) ; Wadley Nur- 
series v. Matac Construction Co., 55-2 U.S8.T.C. ¥ 9661 (N.Y. Sup. Ct. 1955). 

677 Reeve, The Relative Priority of Government and Private Liens, 29 Rocky Mr. L.ReEv. 
167 (1957). The writer cites the Scovil definition of ‘‘purchaser’’ (supra note 672). See 
also United States v. Gilbert Associates, 345 U.S. 361 (1953), supra note 489, viewing the 
interest of a purchaser at a local tax sale as ‘‘inchoate’’ if title or possession has not 
passed. 

678 Leipert v. R. C. Williams & Co., 57-2 U.S.T.C. J 10,044 (S.D.N.Y. 1957). 

679 The court did not regard their vendee’s lien for the payments theretofore made as 
giving them the status of ‘‘purchasers.’’ In fact, since some of the federal liens arose 
after the contracts were entered into and presumably after down-payments were made, the 
court apparently regarded the vendee’s lien as so ‘‘inchoate’’ that it was cut off, not 
merely by existing, but unfiled, tax liens, but even by after-arising liens. Cf. note 630 supra. 

680 Although many state recording acts likewise deny ‘‘purchaser’’ status to persons 
who have not taken title, the effect is mitigated by giving a lien for payments made under 
the contract. See 4 AMERICAN LAW OF PROPERTY § 17.10 (1952). 

681 Reiter v. Kille, 143 F.Supp. 590 (E.D.Pa. 1956) (unrecorded deed) ; United States 
v. Dickerson, 101 F.Supp. 262, 272-273 (E.D.Mo. 1951). The purchaser, of course, could 
no more be expected to find the filed lien against the taxpayer than he could ascertain the 
taxpayer ’s own interest in the property. 

682 Supra note 410. 

683 The ‘‘securities’’ exception (supra note 448) does not extend protection to judg- 
ment-creditors. Providence Thrift Corp. v. Mickler, 56-2 U.S.T.C. { 9880 (R.I. Super. Ct. 
1956). 
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liens *** but are subordinate to pre-existing secret liens for those 
taxes.®* They are subject to the distilled spirits lien, whether aris- 
ing before or after.®** It is unclear whether a judgment, even if it 
has become a lien, can prevail over the Government’s priority in 
insolvency in the absence of possession obtained by levy.*** The 
judgment lien, if otherwise valid in bankruptcy, retains its priority 
as against the tax lien in such proceeding.** 

The term ‘‘judgment-creditor’’ is held to be confined to one hold- 
ing a valid judgment of a court of record of competent jurisdic- 
tion.*® It does not extend to quasi-judicial determinations of state 
or local taxing authorities or any other claims which, under state 
law, may be docketed as judgments and enforced as judgment 
liens.*”° 

The protection accorded a judgment-creditor does not apply until 
his judgment becomes a lien under state law.®* In New York, which 
is probably typical, judgments become general liens on real prop- 
erty when docketed or recorded in the county,®” on personal prop- 


684 Supra note 521. 

685 Supra note 509. 

686 Supra notes 527-528. 

687 Supra notes 556 and 560-561. 

688 Supra notes 568 and 576; Claude D. Reese, Inc. v. United States, 75 F.2d 9 (5th Cir. 
1935). 

689 Reg. Sec. 301.6323-1(a) (2) (i) (b) (1954). See United States v. Gilbert Associates, 
345 U.S. 361 (1953). 

690 Reg. Sec. 301.6323-1(a) (2) (i) (b) (1954); United States v. Gilbert Associates, 345 
U.S. 361 (1953), probably overruling such decisions as In re Northwest Wood Products 
Co., 168 F.2d 639 (7th Cir. 1948). It has been suggested that the declaration on this point 
in the Gilbert case was gratuitous because the case could have been disposed of on the 
basis of ‘‘insolvency’’ priorities. Anderson, Federal Tax Liens—Their Nature and Pri- 
ority, 41 Cauir. L. Rev. 241, 264 (1953). See Gower v. State Tax Commission, 295 P.2d 
162 (Ore. 1956). However, the view expressed by the Oregon court was itself dictum, be- 
cause the state tax lien, docketed as a judgment, was found to be a choate lien before the 
federal lien arose, and what is now section 6323 (1954) was not involved. Trustees in bank- 
ruptcy are likewise not deemed ‘‘ judgment-creditors.’’ Supra note 570. 

691 Reg. Sec. 301.6323—1(a) (2) (i) (b) (1954) ; Miller v. Bank of America, 166 F.2d 415 
(9th Cir, 1948) ; Beeghly v. Wilson, 152 F.Supp. 726, 733-735 (N.D.Iowa 1957) ; United 
States v. Levin, 128 F.Supp. 465 (D.Md. 1955). Contra: Manufacturers Trust Co. v. Sobel, 
26 N.Y.S.2d 145 (N.Y.C. Ct. 1941). In Ersa, Ine. v. Dudley, 234 F.2d 178 (3d Cir. 1956), 
even though a claim became a judgment before the tax lien arose, the claim was subordi- 
nated because the judgment did not become a lien until after the tax lien was filed. The 
House version of H.R. 8300, 83d Cong, 2d Sess. (1954), the bill which became the Internal 
Revenue Code of 1954, would have made express the requirement that the judgment-cred- 
itor have a ‘‘perfected’’ lien, in order to come within section 6323 (1954). The Senate 
struck out the provision, preferring to ‘‘continue to rely upon judicial interpretation.’’ 
8. Rep. No. 1622, 83d Cong., 2d Sess. 575 (1954). 

692 N.Y. Civ. Prac. Act § 510. A general judgment lien on all real property was recog- 
nized against the tax lien in United States v. State of South Carolina, 227 S.C. 187, 87 
§.E.2d 577 (1955) ; Meyer’s Estate, 159 Pa. Super. 296, 48 A.2d 210 (1946). 
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erty from the delivery of execution to the proper officer,* and on 
funds in the hands of a third party from the time of service of a 
subpoena and restraining order in proceedings supplementary to 
judgment.** Although the Revenue Service has not yet withdrawn 
its rulings recognizing judgment liens from the time they reach that 
degree of perfection—before specific property is singled out and 
seized—the argument that the judgment must be not merely a lien 
but a ‘‘choate’’ lien is beginning to appear.®*® 

Attachment, Garnishment and Lis Pendens. If an action is com- 
menced by attachment or garnishment, a lien may thereby arise 
before judgment, which holds the property as against other private 
creditors and purchasers. But even if state law characterizes the 
attachment as an ‘‘execution in advance”’ or treats the plaintiff as 
a ‘‘purchaser,’’ he is not within the classes protected against an un- 
filed tax lien.®? In fact, it is now settled that even if the state law 
regards an attachment or garnishment lien as choate, it is not cho- 
ate in the federal sense and is defeated even by a tax lien arising 
subsequently, because the fact and the amount of the attachment 
or garnishment lien are contingent upon the outcome of the suit.®* 


693 N.Y. Crv. Prac. Act. § 679. A judgment was ruled to be effective as against tangible 
personalty from that date. Rev. Rul. 225, 1953-2 Cum. BuLL. 467. See also Claude D. Reese, 
Ine. v. United States, 75 F.2d 9 (5th Cir. 1935). Cf. Ersa, Inc. v. Dudley, 234 F.2d 178 (3d 
Cir. 1956). 

694 N.Y. Civ. Prac. Act. § 779. As to such funds, judgment was ruled effective against 
tax lien from that date. Rev. Rul. 54-125, 1954-1 Cum. Buu. 282; Dannenberg v. L. 
Leopold & Co., 65 N.Y.8.2d 549 (N.Y.C. Ct. 1946) ; Kohlman v. Alexander, 1 App. Div.2d 
334, 150 N.Y.S.2d 134 (1956). But cf. Beeghly v. Wilson, 152 F.Supp. 726, 733-735 (N.D. 
Iowa 1957); Roberts & McInnis v. Emery’s Motor Coach Lines, 50-2 U.S.T.C. 4 9455 
(W.Va. Cir.Ct. 1950) ; C. Rallo Contracting Co. v. Blong, 56-2 U.S.T.C. { 9789 (Mo. Cir. 
Ct. 1956). 

695 Cf. Weitz v. Electrovation, Inc., 48 Wash.2d 604, 295 P.2d 728 (Wash. Sup. Ct. 
1956). Concerning the ‘‘choateness’’ of a general lien on ‘‘all’’ real or personal property, 
see notes 485, 486, and 490 supra. 

696 Concerning the effect of attachment of an insolvent’s property as precipitating the 
application of the Government’s priority under REv. Stat. § 3466, 31 U.S.C. § 191 (1952), 
see note 535 supra. 

697 MacKenzie v. United States, 109 F.2d 540 (9th Cir. 1940) (not a ‘‘judgment-cred- 
itor’’); United States v. Hawkins, 228 F.2d 517 (9th Cir. 1955) (not a ‘‘purchaser’’) ; 
Macatee, Inc. v. United States, 214 F.2d 717 (5th Cir. 1954); Gaston Electric Co. v. 
American Construction Co., — N.E.2d — (Mass. 1957). 

698 United States v. Security Trust & Savings Bank, 340 U.S. 47 (1950), reversing Win- 
ther v. Morrison, 93 Cal. App.2d 208, 209 P.2d 657 (1948) ; United States v. Acri, 348 U.S. 
211 (1955), reversing 209 F.2d 258 (6th Cir. 1953) ; United States v. Liverpool & London 
Ins. Co., 348 U.S. 215 (1955), reversing 209 F.2d 684 (5th Cir. 1953). Earlier cases had 
preferred a prior attaching creditor (Board of Supervisors v. Hart, 210 La. 78, 26 So.2d 
361 (1946) ; United States v. Yates, 204 S.W.2d 399 (Tex. Civ. App. 1947)) as had the 
three decisions reversed by the Supreme Court. 
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So long as the federal tax lien arises and is filed before the creditor 
obtains a lien by judgment, the tax lien prevails. 

A related problem concerns the doctrine of lis pendens, under 
which persons acquiring an interest in real property while an action 
involving such property is pending take subject to the outcome of 
such action.®” In the White Bear Brewing Co. case, which we have 
heretofore considered,” the tax lien arose when an action to fore- 
close a mechanic’s lien was already pending and was enforced after 
the mechanic’s lien foreclosure had gone to judgment, execution, 
and sale. The purchaser at the sale argued that it was protected by 
the doctrine of lis pendens,™* but the Supreme Court rejected it and 
upheld the subsequent tax lien without even an opinion. 

Mechanics’ Liens on the Property Improved. Probably the ‘‘hot- 
test’’ problem in the lien priority field relates to mechanics’ liens. 
Actually, there are two separate problems which should be clearly 
distinguished. The first arises when the delinquent taxpayer is the 
property owner and the conflicting liens are on the property im- 
proved; the second arises when one of the contractors is the de- 
linquent taxpayer, and the conflicting liens relate to a fund pay- 
able to him by the owner or by a higher contractor.” 

Although mechanics’ liens are a creature of statute rather than 
common law, it has long been the universal rule that those who 
apply their labor or expend their materials in the improvement of 
real property are entitled to a lien on such property to secure their 
compensation. There is great diversity concerning the measure of 
the lien, the steps necessary to perfect and enforce it, and the time 
when it attaches, as against interests acquired by third parties. In 
some states the lien dates from the entering of the contract or the 
visible commencement of the work, while in others, including New 
York,™ it arises as against third parties only upon filing. Still 
other states, recognizing that the mechanic’s and materialman’s 
labor and materials enhance the value of the property, give the lien 


priority even over pre-existing encumbrances to the extent of such 


increase in value.” 


699 4 AMERICAN LAW OF PROPERTY § 18.84 (1952). 

700 United States v. White Bear Brewing Co., 350 U.S. 1010 (1956). See note 476 supra. 

701 The District Court had found the doctrine applicable, but the Court of Appeals, de- 
ciding for the purchaser on other grounds, found it unnecessary to pass on the argument, 
although it was thought to have ‘‘some merit.’’ United States v. Frederick’s Brewing Co., 
54-2 U.S.T.C. 9 9692 (D.C.Ill. 1954), aff’d sub nom. United States v. White Bear Brew- 
ing Co., 227 F.2d 359, 370 (7th Cir. 1955). 

702 See United States v. Kings County Iron Works, 224 F.2d 232 (2d Cir. 1955) . 

703 N.Y. Lien Law § 13; In re Capital Foundry Corp., 64 F.Supp. 885 (N.Y. 1946). 

704 See generally 4 AMERICAN LAw OF PRopERTY § 16,106F (1952). 
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In the past three years, in three per curiam decisions containing 
not a word of supporting argument, the Supreme Court has de- 
stroyed the security of mechanics-lienors as against liens for the 
property owner’s federal taxes. The contractor, laborer, or ma- 
terialman is placed in the position not merely that he cannot assure 
himself of the security of his payment by checking the tax lien 
records before he commences the work, but that he may be displaced 
by a subsequent tax lien arising, not merely before he completes the 
work and files his lien,* but at any time before he can get final judg- 
ment for the amount due.” In view of the normal delays of litiga- 
tion, he may be without effective protection against after-arising 
tax liens for many months after he does the work. The inequity of 
that situation, in which the Government profits from the value 
added to the taxpayer’s property by others, has drawn bitter pro- 
test from state courts,”*® and a number of proposals for legislative 
remedy are pending.” 

As we have seen, the position of the mechanic-lienor as against 
federal tax claims may be much improved if bankruptcy ensues.” 

Mechanics’ Claims on Contract Proceeds. Related, but actually 
quite different, priority questions arise when the tax delinquent is 
one of the contractors rather than the property owner, and the Gov- 
ernment seeks to reach the contract proceeds to the exclusion of the 
sub-contractors, laborers, and materialmen, without whose efforts 
the fund would not exist. 

In the Kings County Iron Works case," the mechanic-lienor lost 


705 United States v. Colotta, 350 U.S. 808 (1955), reversing 224 Miss. 33, 79 So.2d 474 
(1955) ; United States v. White Bear Brewing Co., 350 U.S. 1010 (1956), reversing 227 
F.2d 359 (7th Cir. 1955) ; United States v. Vorreiter, 355 U.S. 15 (Oct. 14, 1957), reversing 
134 Colo. 543, 307 P.2d 475 (1957). The opinion best expressing the reasoning probably 
approved by the Supreme Court is Fleming v. Brownfield, 47 Wash.2d 857, 290 P.2d 993 
(1955). 

706 In the Colotta and Vorreiter cases, supra note 705, the liens arose before the mechan- 
ies’ liens were filed, although in Colotta the work had been completed. 

707 In the White Bear case and in the state case of Fleming v. Brownfield, supra note 
705, the mechanic’s lien had been filed after completion of the work and before the tax 
liens arose. In White Bear the mechanic-lienor had already commenced foreclosure be- 
fore the tax lien arose. 

708 See United States v. Vorreiter, 134 Colo. 543, 307 P.2d 475 (1957), rev’d, 355 U.S. 15 
(1957) ; dissent in United States v. Colotta, 224 Miss. 33, 86 So.2d 19 (1956). 

709 H.R. 451, H.R. 5281, H.R. 7637, and S. 514, 85th Cong., 1st Sess. (1957), which differ 
in detail among themselves, differ also from the recommendation approved by the American 
Bar Association at its 1957 Annual Meeting. But all have the same general objective of 
protecting the security of the mechanic-lienor in the property which he improves. 

710 Supra notes 577-582 and 589. 

711 United States v. Kings County Iron Works, 224 F.2d 232 (2d Cir. 1955). See also 
Bankers Title & Abstract Co., 15 N.J. 433, 105 A.2d 408 (1954) (tax lien prevails over 
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out in reaching even that security. He relied on a provision of New 
York law impressing a trust on the contract proceeds for the pay- 
ment of sub-contractors, labor, and materials.” The Court of Ap- 
peals for the Second Circuit held that the statute did not divest the 
contractor of his property right in the proceeds but created a mere 
inchoate lien which could be defeated by an after-arising federal 
tax lien against the contractor.”* 

Generally, however, mechanics-lienors have been more successful 
in reaching the contract proceeds. In many instances, the owner or 
the higher contractor may be under a direct obligation to pay those 
who provide labor and materials, either because a payment bond 
has been given or because the mechanic’s lien law of the state makes 
the lien on the property continue irrespective of payment to the 
prime contractor. In such a case, as even the Court of Appeals for 
the Second Circuit has now recognized, the delinquent taxpayer- 
contractor has not earned the right to the proceeds and has no in- 
terest to which the federal tax lien can attach until he has paid his 
sub-contractors, laborers, and materialmen.™* 

Where that principle is not applicable, the sub-contractor may 
seek to protect himself against liens for the contractor’s taxes by 
taking an assignment of his right to the proceeds, which a New York 
court has held makes the sub-contractor a ‘‘purchaser’’ thereof," 
but it is doubtful that such course will be effective.“™ 

Sureties in General. When a payment bond is given on a construc- 
tion project and the surety is required to pay sub-contractors, la- 
borers, and materialmen upon default of the contractor, an analo- 
gous problem arises. The Supreme Court has not passed upon the 


materialman who had not yet filed ‘‘stop order’’ before owner paid into escrow, at which 
time delinquent sub-contractor acquired rights to which tax lien attached; but tax lien sub- 
ordinated to ‘‘stop orders’’ made before such payment because sub-contractor acquired 
no right to payment to which tax lien could attach) ; Aquilino v. United States, 3 N.Y.2d 
511, 146 N.E.2d 774 (1957). 

712 N.Y. Lien Law § 13(7). 

713 The American Bar Association recommendation, but not the four bills, cited note 
709 supra, would provide relief in this situation as well. 

714 Fidelity & Deposit Co. v. New York City Housing Authority, 241 F.2d 142 (2d Cir. 
1957) ; Steeleraft Mfg. Co. v. Hewkin, 148 F.Supp. 172 (E.D.Ill. 1956); Huddleston v. 
U.S. Air Conditioning Corp., 56-2 U.S.T.C. { 10,076 (S.D.Tex. 1956) ; United States Fi- 
delity & Guaranty Co. v. Miller, 143 F.Supp. 941 (N.D.N.C. 1956) ; Transmix Concrete v. 
United States, 142 F.Supp. 306 (N.D.Tex. 1956) ; Bankers Title & Abstract Co. v. Ferber 
Co., 15 N.J. 433, 105 A.2d 408 (1954) (see note 711 supra) ; Scott v. Zion Evangelical 
Lutheran Church, 70 N.W.2d 326 (8.D. 1955); Robertson v. Huntley & Blazier Co., 351 
Ill. App. 378, 115 N.E.2d 553 (1953). 

715 Wadley Nurseries v. Matae Construction Corp., 55-2 U.S.T.C. J 9661 (N.Y. Sup. Ct. 
1955). 

715 See notes 500-502 and 672 supra. 
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broader aspects of the issue, and the effect thereon of its recent de- 
cisions is still unclear.”"* 

It was once well established that the surety had an equitable lien 
upon the unpaid contract proceeds, relating back, even against the 
tax lien, to the inception of the contract." The priority of the surety 
over federal tax liens arising prior to its actual suffering of loss 
was variously supported on the theory of subrogation to the rights 
against the contract proceeds which were enjoyed by those whose 
claims the surety satisfied or of subrogation to the owner’s (or 
higher contractor’s) right to withhold payment if claims were not 
paid by the contractor who gave the bond. Yet the Supreme Court 
has now made clear that ‘‘relation back’’ cannot apply against a 
federal tax lien.*** Subrogation to the liens of those whose claims 
are paid by the surety may be of no avail if they too, under current 
decisions, have liens subordinate to the federal tax lien.”’® And the 
supposed right of subrogation to the owner’s right to withhold pay- 
ment may be questionable in theory.’” 


716 The recent case of United States v. Ball Construction Co., — U.S. — (1958), dis- 
cussed note 725 infra, involved the assignment to the surety, as indemnity, of a fund unre- 
lated to the contract rather than a claim to the fund resulting from the contract. 

717 United States Fidelity & Guaranty Co. v. Triborough Bridge Authority, 297 N.Y. 31, 
74 N.E.2d 226 (1947) ; United States Fidelity & Guaranty Co. v. United States, 201 F.2d 
118, 121 (10th Cir. 1952). The surety’s priority extended to interest accruing after the tax 
lien arose. Glenn v. American Surety Co., 160 F.2d 977 (6th Cir. 1947) ; cf. note 661 supra. 
See generally Anderson, Wages and Taxes—A Surety’s Headache, 5 Hastines L.J. 144, 
163 (1954). 

718 That principle, first declared in United States v. Security Trust & Savings Bank, 340 
U.S. 47 (1950) (attachment lien), was distinguished in United States Fidelity & Guaranty 
Co. v. United States, 201 F.2d 118 (10th Cir. 1952), on the basis of the existence of subro- 
gation rights in the surety. In Anderson, supra note 717, it was stressed that unlike an at- 
taching creditor a surety has, from the date to which his lien ‘‘ relates back,’’ bound him- 
self to make a payment upon the happening of an event beyond his control and is in a 
position comparable to a mortgagee for obligatory future advances (see notes 635-636 
supra). But the Supreme Court seems not to recognize any such distinction. See note 725 
infra. Possibly the surety would be in a stronger position in bankruptcy. See notes 577- 
582 and 589 supra. 

719 Supra note 711. Furthermore, the claimants to whom the surety is subrogated may 
have failed to perfect their liens on the contract proceeds, there being no necessity there- 
for when the surety has protected them. Commercial Standard Ins, Co. v. Campbell, 146 
F.Supp. 919 (N.D.Tex. 1957). Or the law may give such claimants no lien rights directly 
against the owner or the contract proceeds to which the surety might be subrogated. 
Phoenix Indemnity Co. v. Earle, 218 F.2d 645 (9th Cir. 1955) (federal contract). Cf. Sea- 
board Surety Co. v. United States, 67 F.Supp. 969 (Ct.Cl. 1946), cert. denied, 330 U.S. 
826 (1947) (tax claim preferred to surety in insolvency under Rev. Star. § 3466, 31 U.S.C. 
§ 191 (1952) ). 

720 Anderson, supra note 717, at 167; Fidelity & Deposit Co. v. New York City Housing 
Authority, 140 F.Supp. 298 (S.D.N.Y. 1956), rev’d on other grounds, 241 F.2d 142 (2d 
Cir. 1957). 
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Nevertheless, the surety appears to be in a strong position in the 
same situations where the mechanic-lienor has prevailed against 
tax liens on the contract proceeds **'—where the defaulting and tax 
delinquent contractor has, by law or contract, no right to the con- 
tract proceeds while labor and materials claims remain unpaid by 
him.*”? 

If the surety on a performance bond actually completes perform- 
ance of the contract, when the contractor abandons it, it seems a 
fortiori that the contract balance belongs to the surety and the con- 
tractor has no right therein to which the tax lien can attach.** 

In many instances the surety will not rely solely upon an equitable 
lien but will take an express assignment of the contract proceeds. 
Some decisions have favored such an assignment over federal tax 
liens arising (or filed) between such assignment and the default.’ 
But the Supreme Court’s decision in the Ball Construction Co. case 
appears to have destroyed the security of such an assignment as 
against the federal tax lien.”® 

Where Government contracts are involved, such an assignment 
to a surety is ineffective.”* Furthermore, a surety on such a con- 
tract may be subject to the Government’s right to set off tax lia- 
bilities owed it by the contractor.**" 

Surety’s Liability for Employment Taxes. Where a surety writes 


721 Supra note 714. 

722 Fidelity & Deposit Co. v. New York City Housing Authority, 241 F.2d 142 (2d Cir. 
1957), reversing 140 F.Supp. 298 (S.D.N.Y. 1956). 

723 Colusha-Glenn Production Credit Ass’n v. Phoenix Ins, Co., 145 F.Supp. 844 (N.D. 
Cal. 1956). 

724 Huron Electric Supply Co. v. Everson, 56-2 U.S.T.C. § 9668 (Mich. Cir. Ct. 1956) ; 
Aetna Casualty & Surety Co. v. Horticultural Service, 2 App. Div. 2d 963, 158 N.Y.S.2d 
750 (1956), reversing 1 Mise.2d 956, 147 N.Y.S.2d 422 (N.Y. Sup. Ct. 1956). However, 
the assignment was held ineffective to give priority in funds already received by the con- 
tractor and commingled in its bank account, even though the account was under joint 
control of the surety and the contractor. Commercial Standard Ins, Co. v. Campbell, 146 
F.Supp. 919 (N.D.Tex. 1956). 

725 United States v. Ball Construction Co., — U.S. —, reversing 239 F.2d 384 (5th Cir. 
1956), affirming 140 F.Supp. 60 (W.D.Tex. 1956). See notes 500-502 supra. Although the 
case involved an assignment of a fund unrelated to the contract, the reason given in the 
brief per curiam opinion, namely, that the instrument was ‘‘inchoate and unperfected,’’ 
would apply equally to an assignment of the proceeds of the very contract. But in the latter 
ease, the surety may still be able to rely on the theory that the taxpayer-contractor, having 
defaulted, has no right in the proceeds to which the tax lien could attach. Supra notes 
721-723. 

726 Phoenix Indemnity Co. v. Earle, 218 F.2d 645 (9th Cir. 1955) ; Seaboard Surety Co. 
v. United States, 67 F.Supp. 969 (Ct.Cl. 1946), cert. denied, 330 U.S. 826 (1947). 

727 United States v. Munsey Trust Co., 332 U.S. 234 (1947). The Government’s right of 
offset may be lost by its relinquishing possession of the fund. See note 142 in First In- 
stallment in March issue. 
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a bond conditioned upon the payment of wages or labor, the appel- 
late courts have uniformly held that the obligation is discharged by 
the payment of ‘‘net’’ wages, without providing for withholdings 
of income tax and social security tax,’** although the matter may 
not be finally closed.” The Government has also been unsuccessful 
in efforts to impose the taxes directly on the surety as ‘‘employer’”’ 
in cases where the surety in fact pays or controls the payment of 
wages, although the actual taking over of the work by a surety on 
a performance bond may make the surety liable.” 

Priorities of Wage Claims. Wage claimants generally are unse- 
cured creditors, who would, therefore, be subordinate to all federal 
tax liens. In bankruptcy, however, they enjoy, up to a specified limit, 
a priority over non-lien federal taxes and also over those taxes 
which had become liens before bankruptcy. In the latter case, how- 
ever, priority is accorded only with respect to personal property 
and only if the tax lien has not been enforced by sale or by taking 
possession before bankruptey.™ 

In an insolvency proceeding other than bankruptcy, however, 
federal taxes prevail over wage claims,**” even if the act of insol- 
vency gives rise, under state law, to a lien or right of priority in 
favor of wage claimants.”* 

Even where wage-earners have statutory liens antedating the 
federal tax lien or the act of insolvency, it seems virtually certain 
that their liens would be held to be inchoate, under the principles 


728 United States v. Crosland Construction Co., 217 F.2d 275 (4th Cir. 1954); West- 
over v. Wm. Simpson Construction Co., 209 F.2d 908 (9th Cir. 1954) ; General Casualty Co. 
v. United States, 205 F.2d 753 (5th Cir. 1953) ; United States Fidelity & Guaranty Co. v. 
United States, 201 F.2d 118 (10th Cir. 1952). A bond covering payment of taxes ‘‘collect- 
ible because of the work,’’ on the other hand, was held to require payment of withholding 
taxes and the employer’s own taxes under social security as well. United States v. Phoenix 
Indemnity Co., 231 F.2d 573 (4th Cir. 1956). But cf. United States Fidelity & Guaranty 
Co. v. United States, supra. A practical difficulty in collecting taxes under such bonds, 
even if they are construed broadly enough to cover taxes, is that they frequently are sub- 
ject to contractual conditions requiring the giving of prompt notice of claim, or the like, 
which would often be impracticable for the Director to comply with because of the time 
elapsing before a return is filed. See American Fidelity Co. v. Delaney, 114 F.Supp. 702, 
711 (D.Vt. 1953). See Anderson, supra note 717, at 162. 

729 The way to a contrary view is pointed by Sherman vy. Carter, 353 U.S. 210 (1957), 
holding that welfare fund contributions—even though not a wage deduction—are part of 
the consideration required to be paid for labor and are within the terms of a surety’s obli- 
gation to pay ‘‘labor’’ claims. 

730 See discussion in Anderson, supra note 717, at 145-158. Cf. Commercial Standard 
Ins. Co. v. Campbell, 146 F.Supp. 919 (N.D.Tex. 1957). 

731 Supra notes 574 and 587-588. 

732 United States v. Emory, 314 U.S. 423 (1941) ; In re Kupshire Coats, 272 N.Y. 221, 
5 N.E.2d 715 (1937). 

733 United States v. Division of Labor Law Enforcement, 201 F.2d 856 (9th Cir. 1953). 
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heretofore discussed, and the federal tax lien or insolvency priority 
would prevail.*** 

Possessory Liens on Personal Property. There has been little liti- 
gation concerning the effect of tax liens on the rights of those who 
repair, transport, keep, or render other services to personal prop- 
erty.™ It seems clear that a carrier, repairman, warehouseman, or 
other holder of a possessory lien will lose out if there is a federal 
tax lien already on file.*** Possibly if the tax lien exists but has not 
been filed when the possessory lien arises, the holder thereof could 
claim protection as a ‘‘pledgee,’’ since he holds possession to secure 
his charges. A district court in New York, however, has recently 
held the contrary with respect to a warehouseman and has declared 
that, like a mechanic-lienor, he is unprotected until he obtains judg- 
ment for his charges."** 

Liens for Rent. Under many state laws landlords are given a lien 
on the tenant’s fixtures and chattels on the premises to secure a 
specified number of months’ rent.”* The rent debt secured by the 
lien is constantly shifting forward, and there may be substitutions 
in the property securing the debt. Accordingly, it has been held 
that at least until the statutory landlord’s lien is enforced by dis- 
traint or judgment,” and even thereafter if the possibility of re- 


734 Cf. United States v. Latrobe Construction Co., 246 F.2d 357, 365 (8th Cir. 1957), 
cert. denied Dec. 9, 1957 (mortgage to United States preferred, in insolvency, to miners’ 
liens which under state law had priority over mortgages). An early case allowing the pri- 
ority of a wage lien over a subsequent federal tax lien is Harrisburg Trust Co. v. Snyder, 
47-2 U.S.T.C. J 9360 (Pa. Com. Pl. 1947). In Schmitz v. Stockman, 151 Kan. 891, 101 
P.2d 962, 965-966 (1940), a harvester’s lien on a crop was preferred over a previously 
filed federal tax lien, on the theory that if the Government had foreclosed its lien before © 
the harvest, a receiver would have had to incur the expense of harvesting out of the pro- 
ceeds of the crop. 

7385 See Sarner, supra note 662, at 745-747. 

736 In United States v. Caldwell, 74 F.Supp. 114 (M.D.Tenn. 1947), however, the Gov- 
ernment raised no objection to payment of the warehouseman’s charges ahead of the tax 
lien and the insolvency priority, even though the tax lien attached before the goods were 
warehoused. In Regan v. Metropolitan Haulage Co., 127 N.J. Eq. 487, 14 A.2d 757 (1940), 
a garageman’s lien was preferred to the tax lien, although the opinion does not show the 
relevant dates. The decision reflects the now-repudiated view (see note 30 in First Install- 
ment in March issue) that the federal lien, being general rather than specific, was not a 
perfected lien. 

737 Styles v. Eastern Tractor Manufacturing Corp., 154 F.Supp. 393 (S.D.N.Y. 1957). 
Since the default in payment for storage occurred after the tax lien was filed (although 
storage commenced much earlier), the court’s statement went further than was necessary 
to dispose of the case. 

788 A similar problem would arise with respect to a farm landlord’s lien on a crop for 
his rent and advances. See dissent in United States v. Colotta, 224 Miss. 33, 86 So.2d 19 
(1956). 

739 United States v. Waddill, Holland & Flinn, 323 U.S. 353 (1945); United States v. 
Saidman, 231 F.2d 503 (D.C. Cir. 1956). 
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deeming the property by giving bond remains open,” the landlord 
is subject to defeat by a tax lien or by the federal priority in in- 
solvency. It is doubtful also that distraint would suffice if there is 
a possibility of subsequent litigation over the amount due. 

If the landlord provides for such a lien by a ‘‘chattel mortgage’’ 
clause in his lease rather than relying on the statute, the decisions 
conflict on whether the shifting character of the debt and the secu- 
rity may make the landlord’s interest too inchoate to enjoy the pro- 
tection provided for mortgages.™ 

In bankruptcy, the landlord’s inchoate lien, although subordi- 
nated to administration expenses and preferred wage claims,” 
may avail of the advantage which inchoate liens attain over federal 
taxes in bankruptcy." Of course, rent accruing during bankruptey 
ranks as an administration expense as against pre-bankruptcy fed- 
eral taxes.™* 

Similar problems arise with respect to the lien of the hotelkeeper. 
In the one decision on the point, the hotelkeeper had both a statu- 
tory and a contractual lien and was held to be a ‘‘pledgee,’’ pro- 
tected against unfiled tax liens.” 

Attorney’s Lien on Cause of Action. A number of early decisions 
recognized an attorney’s ‘‘charging lien’’ on the proceeds of a judg- 
ment or settlement which he recovered for the taxpayer, even where 
a tax lien was filed before suit was instituted.* The modern view 
that a lien which is ‘‘inchoate’’ is no good against the tax lien even 
if the lienor created the liened property casts doubt on those deci- 
sions.*7 Apparently, however, the Government has been allowing 
such priority to the attorney, at least as a matter of settlement. 


740 United States v. Scovil, 348 U.S. 218 (1955). 

741 See note 501 supra. Even if the landlord is deemed a ‘‘mortgagee,’’ he may lose if 
the lease is not filed as chattel mortgages are required to be recorded. Mason City & Clear 
Lake R.R. v. Imperial Seed Co., 152 F.Supp. 145 (N.D.Iowa 1957). See notes 619-626 
supra. 

74211 U.S.C. § 107(e) (1952). 

743 See notes 577-582 and 589 supra. See Henderson v. Mayer, 225 U.S. 631 (1912). 

744 In re C. J. Rowe & Bros., 18 F.2d 658 (W.D.Pa. 1927). 

745 Warwick Hotel v. Scofield, 43-1 U.S.T.C. J 9413 (S.D.Tex. 1943). 

746 Herlihy v. Phoenix Assur. Co., 274 App. Div. 342, 83 N.Y.S.2d 707 (1948); Fili- 
powicz v. Rothensies, 43 F.Supp. 619, 624 (E.D.Pa. 1942). Cf. In re Eagle Frosted Foods 
Corp., 52-1 U.S.T.C. { 9295 (D.Del. 1951). 

747 Supra notes 705-708. See Boston Ins. Co. v. Stubbs, 56-2 U.S.T.C. J 9695 (W.D. 
Wash. 1956) (lien denied to attorneys who recovered fire insurance from which prior tax 
lien was satisfied). 

748 See United States v. Sullivan Co., 57-1 U.8.T.C. 7 9480 (D.R.I. 1956) ; Perma-Wall 
Constr. Co., 56-2 U.S.T.C. 9 9945 (Cal. Super. Ct. 1956) (see findings VIII and XII). In 
United States v. Saslavsky, 57-2 U.S.T.C. J 9945 (S.D.N.Y. 1957), discussed infra note 
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No doubt it is influenced by the practical consideration that if attor- 
neys cannot be employed and paid, there may be no recovery at all 
on the taxpayer’s causes of action, and the tax lien will go wholly, 
rather than partially, unsatisfied." 

The attorney must, however, show that the law gives him a lien.” 
An attorney who defends the taxpayer’s right to property has no 
lien on such property which can prevail over the tax lien.”’ An at- 
torney who forecloses a mortgage junior to the tax lien is not en- 
titled to take his fee from the proceeds in preference to the tax 
lien.” A claim of lien not on the cause of action but on all the cli- 
ent’s property, if valid at all under state law, must be perfected by 
judgment if it is to prevail.” 

When counsel obtain a recovery for the taxpayer and then render 
further services in unsuccessfully attempting to get the Govern- 
ment to accept such amount, less their fees, in compromise of taxes, 
their lien is recognized for the fee for recovering judgment but not 
for the further services.™ 

When a tax overpayment is determined through the efforts of 
counsel, their lien for their fee is subordinate to the Government’s 
right to offset any other claim it may have against the taxpayer.” 

Maritime Liens. A peculiarly favored lien, which thus far has es- 
caped the fate of other liens, is the maritime lien. In general, mari- 
time liens are created by federal law,”° and thus no conflict of 
sovereignties is involved, but only a question whether Congress in- 
tended to submit the tax lien to the general rule that maritime liens 
prevail over liens of a non-maritime character.”* Almost unani- 
mously the courts have held that maritime liens, including preferred 


753, the Government did not seek to recover from the attorneys the portion of a recovery 
representing their fee for obtaining the judgment. 

749 For another approach to the same problem, see note 365 in First Installment in March 
issue. 

750 United States v. McKay Engineering & Construction Co., 42-1 U.S.T.C. J 9412 (N.D. 
Ill. 1942) (attorney denied preferred lien where served on debtor after tax lien arose) ; 
Weir v. Corbett, 158 F.Supp. 198 (W.D.Wash. 1957) (attorney denied lien on bail deposit). 
See Geitz v. Gray, 280 S.W.2d 859 (Mo. App. 1955), concerning the lien of assistant coun- 
sel as against liens for taxes owed by the principal attorney. 

751 United States v. Beaver, 57-1 U.S.T.C. { 9281 (W.D.Pa. 1956), aff’d, 252 F.2d. 486 
(3d. Cir, 1958). 

752 Harrisburg Trust Co. v. Snyder, 1947-2 U.S.T.C. 7 9360 (Pa. Com. Pl. 1947). 

753 Bruce v. United States, 127 F.Supp. 858 (E.D.Mich. 1955). 

754 United States v. Saslavsky, 57-2 U.S.T.C. J 9945 (S.D.N.Y. 1957). 

755 See note 137 in First Installment in March issue. 

756 For maritime liens generally see 46 U.S.C. § 971 (1928) ; for preferred ship’s mort- 
gages see 46 U.S.C. § 953 (1928). 

757 In general, see The J. E. Rumbeil, 148 U.S. 1 (1893). See also Note, Priorities of 
Maritime Liens, 69 Harv. L. Rev. 525 (1956). 
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ship mortgages, prevail even over pre-existing federal tax liens.™* 

Certain state laws create liens which are maritime in nature and 
may be enforced in federal courts of admiralty if they are not in 
the area preempted by federal law.® Where such state liens are 
recognized, they are enforceable like maritime liens and with the 
same priorities.“ But it remains to be seen whether a state-created 
lien of that character would prevail over a prior federal tax lien.™ 

The Fruits and Instruments of Crime. When money or other 
property is taken from a person by unlawful or tortious means, a 
constructive trust may arise if the property or its proceeds can be 
traced. If tracing is impossible, the victim of the wrong is a mere 
general creditor.’” In the latter event, it is clear that a federal tax 
lien arising and filed before the victim obtains a lien by judgment 
will be preferred.*® Since the avails of extortion,” swindling,” 
sales of stolen goods, and possibly embezzlement * are taxable 
income, the prospect arises of a scramble by the Government to get 
its share of the ‘‘loot’’ in preference to the victim. The desire of 
some courts to avoid such an ‘‘unjustified preference’’ in cases 
where the victim has not condoned the wrong but makes a claim has 


758 United States v. Flood, 247 F.2d 209 (1st Cir. 1957) ; Guif Coast Marine Ways v. 
Trawler J. R. Hardee, 107 F.Supp. 379 (S.D.Tex. 1952); United States v. The Pomare, 
92 F.Supp. 185 (D.Hawaii 1950) ; The River Queen, 8 F.2d 426 (E.D.Va. 1925). Contra: 
The Melissa Trask, 285 Fed. 781 (D.Mass. 1923). Cf. Colonna’s Shipyard v. Rowe, 14 F.2d 
267 (4th Cir. 1926) (state tax preferred over maritime lien). The Supreme Court has not 
passed on the question, but it early preferred maritime liens over forfeitures under federal 
laws. The St. Jago de Cuba, 22 U.S. (9 Wheat.) 409 (1824). 

759 State laws are superseded with respect to liens for repairs, supplies, towage, use of 
drydock or marine railway, or ‘‘other necessaries’? (46 U.S.C. § 975 (1928)), but state 
law may still be referred to for other matters. Murray v. The Meteor, 78 F.Supp. 637 (E.D. 
N.Y. 1948) (lien for wharfage while out of service under N.Y. Lien Law § 80). But ef. 
The F. S. Loop, 63 F.Supp. 105 (S.D.Cal. 1945). 

760 The J. E. Rumbell, 148 U.S. 1 (1893). 

761 Apparently a state-created maritime lien (on the proceeds of fish for seamen’s and 
fishermen’s wages) was involved in Aho v. Western Trading & Packing Co., 56-1 U.S.T.C. 
{ 9180 (Wash. Super. Ct. 1955). But a clear test of the point raised above was not involved, 
because the federal lien arose later. 

762 Cunningham v. Brown, 265 U.S. 1, 11-12 (1924). 

763 United States v. Naples, 54-1 U.S.T.C. { 9210 (S.D.Cal. 1953). 

764 Rutkin v. United States, 343 U.S. 130 (1952). 

765 Akers v. Scofield, 167 F.2d 718 (Sth Cir. 1948), cert. denied, 335 U.S. 823 (1948). 

766 Schira v. Comm’r, 240 F.2d 672 (6th Cir. 1957) ; Marienfeld v. United States, 214 
F.2d 633 (8th Cir. 1954). 

767 Despite the holding in Comm’r v. Wilcox, 327 U.S. 404 (1946), that embezzled funds 
are not income, there has been a strong trend the other way. This is not, however, an 
appropriate place to analyze that conflict. Sce Gelfand, ‘‘ Wilcox’’ or ‘‘ Rutkin’’—Is the 
Fog Lifting?, 34 Taxes 109 (1956) ; Durkan, The Irreconcilable Wilcox and Rutkin Doc- 
trines, 35 Taxes 659 (1957). ’ 











514 TAX LAW REVIEW [Vol. 13: 


played a major part in creating the inconsistencies among the sub- 
stantive decisions in the area.”® 

If the title to property does not pass to the wrongdoer, the prop- 
erty can, of course, be recovered without regard to any federal claim 
for taxes. But if the victim of the wrong, having lost title but being 
able to trace the property, claims under a constructive trust, it is not 
at all clear that such interest prevails over a federal tax lien under 
current doctrines of the courts.” 

Frequently, state laws treat as contraband, subject to seizure and 
forfeiture, the instruments and proceeds of criminal activity. When 
an arrest occurs, accompanied by a seizure of money, the Director 
may hasten to assess taxes with respect to the illegal activity,’ 
and a conflict arises between the tax lien and the forfeiture to the 
state. It has been held under New York law that a wrongdoer ob- 
tains no property interest in the money earned by gambling, nar- 
coties dealing, or similar activity, and hence that a tax lien arising 
after seizure does not reach such money.™ And it has been held in 
New Jersey that the forfeiture of such contraband is effective 
against the tax lien from the time of commission of the wrongful 
act." But a recent federal court decision in New Jersey treats the 
forfeiture as inchoate until conviction, because of the possibility 


768 The ‘‘ unjustified preference’’ which would result from sanctioning a tax on em- 
bezzled funds strongly influenced the courts in deciding for non-taxability thereof in 
Comm’r y. Wilcox, 327 U.S. 404, 410 (1946), and McKnight v. Comm’r, 127 F.2d 572, 574 
(5th Cir. 1942). The adequacy of the taxpayer’s funds, removing any danger of a pref- 
erence of the United States at the expense of the victim, influenced the decision to the con- 
trary in Kann vy. Comm’r, 210 F.2d 247, 251 (3d Cir. 1954). See Durkan, supra note 767. 

769 The writer knows of early instances in which the Government conceded priority to a 
constructive trust; and there appears to have been no litigation of the issue. Yet in United 
States v. Morrison, 247 F.2d 285, 288 (5th Cir. 1957), a ‘‘lien, equitable in nature,’’ which 
‘arises only because equity in good conscience requires it to accomplish right and justice’’ 
but which ‘‘is, or may be, outranked by many liens of innocent purchasers or others’’ and 
which can be enforced only by suit, was held subordinate to a federal tax lien. That de- 
scription, applied to a vendor’s lien, fits a constructive trust as well, unless it is a distine- 
tion that if the property is divested of the trust by transfer to a bona fide purchaser, the 
trust attaches to the proceeds. Cf. United States v. Dunn, 268 U.S, 121 (1925). Such possi- 
bility of substitution of property subject to the trust may, however, itself be evidence of 
‘*inchoateness.’’ See notes 479-492 supra. In any event, the need for enforcement by suit 
may be enough to make the constructive trust, like the vendor’s lien, ‘‘in the Federal view, 
as contingent as any other lawsuit.’’ United States v. Morrison, supra at 289. 

770 Levy on property illegally seized and held by police (forfeiture question not in- 
volved), see note 198 in the First Installment in the March issue. 

771 United States v. Ortiz, 140 F.Supp. 355 (S.D.N.Y. 1956); United States v. Pagan, 
140 F.Supp. 711 (S.D.N.Y. 1955). 

772 Spagnuolo v. Bonnet, 109 A.2d 623 (N.J. 1954). 
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that the property may have to be returned if the taxpayer is ac- 
quitted.*” 

State and Local Taxes. The relative priority of federal tax liens 
as against the liens of state and local governments, in the absence 
of insolvency or bankruptcy proceedings, is determined by the 
principle ‘‘first in time is first in right.’? * For this purpose the 
general federal lien dates from assessment, since state and local 
taxes are not among the classes of claims protected against unfiled 
federal liens *” even if the state law gives them the effect of judg- 
ments.”* Where a federal estate or gift tax lien is involved, it will 
be preferred over state or local tax liens from the date of death or 
gift.77 

The state or local tax, for this purpose, dates only from the time 
it becomes fixed in amount and attaches to specific property as a 
‘‘choate’’ lien, a concept heretofore discussed.” A provision that 
the state or local tax shall be a lien from a date before its amount 
becomes finally fixed by assessment or judgment, whichever the par- 
ticular law requires, is ineffective against the federal lien.” And a 
provision making the state or local tax a lien preferred over pre- 
existing liens is likewise of no effect.” This is true even with re- 


773 United States v. Bleasby, 153 F.Supp. 724 (D.N.J. 1957). 

774 United States v. City of New Britain, 347 U.S. 81 (1954). 

775 United States v. City of New York, 132 F.Supp. 779, 783 (E.D.N.Y. 1955), aff’d, 233 
F.2d 307 (2d Cir. 1956); In re Ann Arbor Brewing Co., 110 F.Supp. 111 (E.D.Mich. 
1952). 

776 Supra note 690. See also Art Motors, Ine. v. Scheer, 144 N.Y.8.2d 313 (N.Y. Sup. Ct. 
1955) ; United States v. Zuetell, 138 F.Supp. 857 (S.D.Cal. 1956). To attain the status of 
a ‘‘judgment-creditor,’’ the taxing unit must not only reduce the claim to a court judg- 
ment, however unnecessary that may be under state procedures, but must do whatever is 
required to make the judgment a lien. Ersa, Inc. v. Dudley, 234 F.2d 178 (3d Cir. 1956). 
See notes 691-695 supra. 

777 Michigan v. United States, 317 U.S. 338 (1943). If a state or local tax imposed 
after death is an expense of administering the estate (see note 799 infra), however, it will 
prevail over the estate tax lien (United States v. Security First Nat. Bank, 30 F.Supp. 113, 
119 (S.D.Cal. 1939), although not after the general tax lien arises upon assessment of the 
estate tax (see note 118 in First Installment in March issue and note 519 supra). See 
Sarner, Correlation of Priority and Lien Rights in the Collection of Federal Tazes, 95 U. 
or Pa. L. REv. 739, 751 (1947). 

778 Notes 463-498 supra. In United States v. Commonwealth of Kentucky, 288 S.W.2d 
664 (Ky.App. 1956), it was held that a state tax lien which state law required to be filed 
in order to be good against mortgagees, pledgees, purchasers, and judgment-creditors 
was good without filing as against a later federal tax lien. But cf. notes 619-626 supra. 

779 Supra note 478, See Sarner, supra note 777, at 756-760. 

780 United States v. City of New Britain, 347 U.S. 81 (1954) ; United States v. City of 
Greenville, 118 F.2d 963 (4th Cir. 1941) (both involving real property taxes). See Sarner, 
supra note 777, at 750. 
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spect to in rem real property taxes, despite the theory of many 
state laws that the tax attaches to the property itself regardless of 
the number and nature of the interests into which it may be di- 
vided.**' When one of those interests is an existing federal tax lien, 
a property interest which the state or municipality has no power to 
tax without Congressional consent," such federal lien cannot be 
subordinated to subsequent property taxes.”** 

A lien for real property taxes is ‘‘choate,’’ in the sense required 
for priority over later federal tax liens, when its amount is fixed by 
assessment and it becomes enforceable without suit.“** A lien for 
personal property taxes, once the amount becomes fixed beyond 
possibility of contest, may be similarly favored if it attaches to and 
follows the very property taxed, although even that is doubtful.*® 
And any provision requiring selection from a mass of property 
subject to lien, or divesting or transferring the lien in case of dis- 
position of the property is probably fatal to the priority of the per- 


781 Supra note 780. See Southern Ohio Savings Bank v. Boice, 165 Ohio St. 201, 135 
N.E.2d 382 (Ohio 1956). 

782 United States v. County of Allegheny, 322 U.S. 174 (1944); Van Brocklin v. Ten- 
nessee, 117 U.S. 151 (1885) (involving property acquired by United States on a tax sale; 
tax for period of holding by United States cannot even be collected from former owner 
when he redeems). In a somewhat analogous situation, involving property in private use 
that would otherwise be taken off the local tax rolls by foreclosure for a federal debt 
(F.H.A. guaranteed mortgages), Congress has consented to local taxation of such prop- 
erty. 12 U.S.C. § 1714 (1952). See Byram Holding Co. v. Bogren, 63 A.2d 822 (N.J.Super. 
Ct. 1949). : 

783 Sometimes federal tax liens have gone unenforced for many years and then have 
been enforced to the exclusion of intervening local liens. United States v. City of New York, 
233 F.2d 307 (2d Cir. 1956) (federal lien arose in 1933, sale to United States in 1942, 
deed in 1946, title of United States quieted in 1956) ; Cobb v. United States, 172 F.2d 277 
(D.C. Cir. 1949) (federal lien arose in 1931, sale to United States in 1935, deed in 1936, 
title of United States quieted in 1949) ; United States v. Maddas, 109 F.Supp. 607 (W.D. 
Pa. 1953) (federal lien arose in 1935, foreclosed in 1953, defeating realty taxes for 1939- 
1950). The problem may be accentuated by the new rule of the 1954 Code permitting levy 
upon realty without first exhausting personal property (see note 149 in First Install- 
ment in March issue). Frequently real property taxes, if not collectible from the realty, 
are unenforceable, because personal liability is not imposed. Concerning the right of mar- 
shalling assets in such circumstances, see notes 845-846 infra, Peculiarly enough, a prop- 
erty tax may be collectible from mortgaged property more readily than from property 
owned free and clear. Sce note 841 infra. Early decisions favored subsequent property 
taxes over the federal lien. City of Winston Salem v. Powell Paving Co., 7 F.Supp. 424 
(M.D.N.C. 1934) ; Berrymont Land Co. v. Davis Creek Land & Coal Co., 192 S.E. 577, 
580 (W.Va. 1937). For a time the Government accepted that principle, until the contest 
was resumed in the Greenville case, supra note 780. 

784 United States v. City of New Britain, 347 U.S. 81 (1954), on remand sub nom. 
Brown v. General Laundry Service, 113 A.2d 601 (Conn. Super. Ct. 1955) ; United States 
v. Canadian American Co., 108 F.Supp. 206 (S.D.N.Y. 1952), aff’d, 202 F.2d 751 (2d Cir. 
1953). 

785 Supra note 495. 
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sonal property tax over later federal liens.*** Liens for state income 
taxes, franchise taxes, sales, and excise taxes, even if their amount 
is fixed beyond contest, are confronted with the problem that the 
lien is not imposed on specific property taxed and is necessarily 
general until enforcement action is taken," although possibly such 
liens will prevail if they attach to ‘‘all’’ the taxpayer’s property, 
without need for selection.*** There can, of course, be no ‘‘relation 
back’’ to the date of a transaction or tax return before the amount 
is fixed.7* 

In bankruptcy, state and local taxes enjoy a somewhat stronger 
position. Even without a lien, state and local taxes share equally 
with federal taxes which had not become liens before bankruptcy. 
State and local taxes which had become even inchoate liens before 
bankruptcy (unless such liens as against personalty are invalidated 
in bankruptcy) ™ prevail over non-lien federal taxes *” and possi- 
bly over federal taxes that became liens before bankruptcy but after 
the inchoate state or local lien arose.”* State and local taxes in- 
curred during the bankruptcy proceeding are administrative ex- 
penses, ranking equal to federal taxes incurred during bankruptcy 
and ahead of pre-bankruptcy federal taxes, except those which had 
already become liens on realty or had been enforced against per- 
sonalty by sale or by taking of possession.” 

In insolvency proceedings other than bankruptcy, state and local 
taxes antedating the proceeding are subordinate to federal taxes, 
whether or not the latter had become liens. The only possible excep- 
tion to that principle concerns state and local taxes which had al- 
ready become ‘‘choate’’ liens,” and it is not clear that they may not 





786 Personal property tax liens were held ‘‘inchoate’’ in the eases cited supra notes 479, 
481, and 489. 

787 See notes 480 and 483-484 supra. 

788 A lien which is given the effect of a judgment lien, even though it may not qualify 
the state as a ‘‘judgment-creditor’’ under section 6323 (1954), may be ‘‘choate’’ enough 
for preference over after-arising federal tax liens. Supra notes 478 and 485-488. 

789 State Tax Commission v. Union General Corp., 144 N.Y.S.2d 75 (N.Y. Sup. Ct. 1955). 
Cf. New York v. Maclay, 288 U.S. 290 (1933). 

790 Supra note 588. 

791 Supra note 590. 

792 Supra note 589. 

793 Supra notes 577-582. 

794 Such preferential status appears to extend even to certain franchise taxes already 
past due, if their payment is a condition to continued operation. Michigan v. Michigan 
Trust Co., 286 U.S. 334 (1932) ; In re Fonda, J. & G. R.R., 126 F.2d 604 (2d Cir. 1942) ; 
In re Thornycroft, Inc., 120 F.2d 469 (2d Cir. 1941). 

795 Supra notes 574, 575, and 587. 

796 Supra note 557. A state death tax was held superior to federal income taxes of an 
estate, arising after death, in In re Levy’s Estate, 70 N.Y.8.2d 72 (N.Y. Surr. Ct. 1947). 
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have to meet a stricter standard of ‘‘choateness’’ than in a simple 
lien priority controversy,’ or even that a ‘‘choate’’ lien in the 
strictest sense may not be subordinated.”® State and local taxes 
arising during the proceeding probably rank as administrative ex- 
penses, ahead of pre-insolvency federal taxes which had not become 
liens,” but, unlike the rule in bankruptcy, they are behind federal 
taxes arising during the proceeding.°” 

District of Columbia taxes enjoy unusual favor in insolvency or 
bankruptcy, since a District statute makes District taxes a ‘‘prior 
and preferred claim”’ in such proceedings.*™ Since that is special 
legislation enacted by Congress, it is construed to prevail over pri- 
orities created by general federal laws.°” 

State Taxes Which Are Credits on Federal Taxes. An anomalous 
situation arises with respect to unemployment taxes or contribu- 
tions. The federal unemployment tax was enacted not as a means of 
raising federal revenue, but in order to encourage the adoption of 
state systems. Payments into state systems may be applied as cred- 
its against 90 per cent of the federal tax.*°? Yet payment to the state 
fund may be prevented if the federal tax has priority, as in insol- 
vency, and the credit is not earned unless the state contribution is 


797 Supra note 469. 

798 Supra note 556. 

799 State and local taxes incurred during administration have been held to be administra- 
tion expenses. Petition of Gilbert Associates, 97 N.H. 411, 90 A.2d 499 (1952), rev’d on 
another point, 345 U.S. 361 (1953); Brown v. Comm’r, 74 F.2d 281 (10th Cir. 1934) ; 
Central Vermont Ry. v. Marsch, 59 F.2d 59 (1st Cir. 1932) ; United States v. Eggleston, 
25 Fed. Cas, 979, Case No. 15,027 (C.C.Ore. 1877). But cf. In re Mills Co., 57-1 U.S8.T.C. 
{ 9564 (S.D.Miss. 1957); Hill v. Grissom, 299 Fed. 641 (E.D.N.C. 1924). In Spokane 
County v. United States, 279 U.S. 80 (1929), some of the county personal property taxes 
arose after the receivership, but they were not treated as administration expenses in the 
courts below, and such status was not in issue in the Supreme Court; the Solicitor General 
stated that he would hesitate to claim priority (under Rev. Stat. § 3466, 31 U.S.C. § 191 
(1952) ) if such taxes were administration expenses, Argument for the United States, pp. 
84-85, Spokane County v. United States, supra. The Court disposed of the county taxes 
during receivership on the basis of priority of lien, the federal tax having been assessed 
during the receivership and before the county taxes. Id. at 93. Concerning the effect on 
state and local taxes which are administrative expenses of the creation of a lien for the 
federal tax by assessment during the proceeding, see notes 827-828 infra. 

800 See note 829 infra. 

801 D.C. CopE § 47-2609 (1951). 

802 United States v. Saidman, 231 F.2d 503 (D.C. Cir. 1956). Where a simple question 
of lien priorities was involved, however, the court found no intention of Congress to sub- 
ordinate federal tax liens to subsequent District property taxes. Cobb v. United States, 172 
F.2d 277 (D.C. Cir. 1949). 

803 L.R.C. § 3302 (1954). Under certain conditions additional credits, above the actual 
payment to the state, are permitted. I.R.C. § 3303 (1954). 
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paid.®* Thus, the Federal Government may collect and retain up to 
100 per cent of the unemployment taxes of an insolvent taxpayer, to 
the exclusion of the state, while a like amount paid by a solvent tax- 
payer would go 90 per cent to the state and ten per cent to the fed- 
eral fund! &” 

In bankruptcy, where non-lien state and federal taxes are equal, 
a different situation exists, but one which the Court itself acknowl- 
edges to be ‘‘somewhat incongruous.’’ The amount available for the 
state’s claim is contingent on the amount allowed on other tax 
claims, including the federal unemployment tax, which in turn de- 
pends on the amount which can be paid to the state. An algebraic 
formula must be used, which results in a larger federal share than 
if the assets were sufficient to discharge all priority claims.5 

A similar situation might arise in the case of the federal estate 
tax, against which may be credited payments of state death taxes 
up to a specified limit.°* An estate which through shrinkage of asset 
values or otherwise cannot pay both the federal and state liabilities 
must apparently give preference to the federal estate tax,®* and 
thus, conceivably, the state would be unable to collect a portion of 
its tax even though if it had been paid by a solvent estate, the federal 
tax liability would have been correspondingly reduced.*” 


804 If payment is untimely, the top limit of the credit is 81 per cent of the federal tax. 
LR.C. § 3302(a) (3) (1954). 

805 Massachusetts v. United States, 333 U.S. 611 (1948). The Government conceded that 
if there were a dollar left for application on the state claim, credit would be allowable 
therefor, giving the taxpayer another dollar to be so applied, ete., until ultimately the full 
credit would be obtained ; so that the Government would enjoy its abnormal preference only 
if there was nothing left above federal claims. But the Court rejected that concession, say- 
ing that if credit were permitted to be taken for payments after insolvency (even out of 
funds left after federal claims), the federal priority under Rev. Start. § 3466, 31 U.S.C. 
§ 191 (1952), would become conditional, when by law it is absolute. Propriety forbids char- 
acterizing the reasoning of the five-judge majority, beyond noting that the priority of a 
federal claim is not made conditional by recognizing that the claim itself is defeasible by 
the law of its creation. 

806 United States v. New York, 315 U.S. 510 (1942). 

807 T.R.C. § 2011 (1954). 

808 In re Williams’ Estate, 68 N.Y.S.2d 840 (N.Y. Surr. Ct. 1947); Bowes v. United 
States, 127 N.J.Eq. 132, 11 A.2d 720 (N.J.Ch. 1940). In Frick v. Pennsylvania, 268 U.S. 
473, 499-500 (1925), the Court noted that neither the federal nor the state death taxes has 
priority in time over the other, but it avoided opinion on which would be preferred if the 
estate were insufficient to pay both. 

809 Although in In re Levy’s Estate, 70 N.Y.S.2d 72 (N.Y. Surr. Ct. 1947), in which an 
insolvent estate had been found to owe federal estate tax, the Surrogate’s Court fixed the 
amount owed to the state at the amount allowable as credit and deemed the federal tax 
satisfied pro tanto by paying that amount to the state. The authority of that decision may 
have been impaired by the later case of Massachusetts v. United States, 333 U.S. 611 
(1948) (supra note 805). 
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State’s Lien for Old Age Assistance. Some state laws provide a 
lien on a decedent’s estate for old age assistance which had been 
furnished to him. The decisions vary on the subordination of such 
a lien to the federal priority in an insolvent estate.*”” 

Dower, Widow’s Allowance, etc. Although dower is referred to 
as an ‘‘inchoate”’ interest, the decisions to date have not questioned 
the priority of dower (or equivalent right) over either the federal 
priority in an insolvent estate *" or a federal tax lien arising before 
death but after the marriage.*” Furthermore, a still inchoate dower 
interest is preferred over federal taxes in an insolvency proceeding 
involving a living person.** 

Many state laws also grant a widow and/or minor children an 
‘‘allowance’’ or ‘‘exemption’’ or provide for a year’s support for 
the family. Such rights, particularly when the amount is discretion- 
ary with the probate court, are considerably more ‘‘inchoate’’ than 
dower, yet numerous rulings and decisions prefer them not only 
against the federal priority in an insolvent estate,*’* but even 
against a tax lien arising before death.’” But there are decisions to 
the contrary.®”® 


810 State lien held inchoate and subordinate in In re Lane’s Estate, 59 N.W.2d 593 
(Iowa 1953) (general lien on all property). But cf. In re Berger’s Estate, 94 N.E.2d 248 
(Ohio Prob. Ct. 1950) (deed of trust on specific property given by recipient, subject to life 
use; amount secured kept increasing until death; preferred to federal priority in insolvent 
estate). 

811 United States v. Hicks, 56-2 U.S.T.C. {/.9862 (S.D.Fla. 1956). See Postmaster Gen- 
eral v. Robbins, 19 Fed. Cas. 1126, Case No. 11,314 (C.C.Me. 1829). 

812 United States vy. Ettelson, 67 F.Supp. 257 (E.D.Wis. 1946), rev’d on another point, 
159 F.2d 193 (7th Cir. 1947); G.C.M. 824, V-2 Cum. Buti 54 (1926). 

813 In United States v. State of South Carolina, 87 S.E.2d 577 (S.C. 1955), the Govern- 
ment had argued below that dower was a mere inchoate lien rather than a property right, 
but on appeal the priority of dower was conceded, and only the method of evaluating the 
contingent interest was disputed. Cf. Cobb v. Shore, 183 F.2d 980 (D.C. Cir. 1950). 

814 In re Carl’s Estate, 94 N.E.2d 239 (Ohio Prob. Ct. 1950) ; United States v. Weisburn, 
48 F.Supp. 393 (E.D.Pa. 1943) ; Postmaster General v. Robbins, 19 Fed. Cas. 1126, Case 
No. 11,314 (Me. 1829) ; Jessie Smith, 24 B.T.A. 807 (1931) ; I.T. 2712, XII-2 Cum. Butt. 
138 (1933) ; I.T. 2518, IX-1 Cum. Bunn. 158 (1930) ; G.C.M. 4217, VII-2 Cum. Buu. 162 
(1928) ; I.T. 2430, VII-2 Cum. Butt. 72 (1928). 

815 T,.T, 2518, IX-1 Cum. Buu. 158 (1930). But in Postmaster General v. Robbins, 
19 Fed. Cas. 1126, Case No. 11,314 (C.C.Me. 1829), it was suggested that because it is fixed 
by the court only after death, ‘‘perhaps’’ the widow’s allowance is subject to liens exist- 
ing before death. 

816 Federal Reserve Bank y. Smylie, 134 8.W.2d 838, 842 (Tex. Civ. App. 1939); Re 
Estate of Ballard, 57-2 U.S.T.C. { 9777 (Mich. Prob. Ct. 1957). In May R. Kieferdorf, 
1 T.C. 772 (1943), aff’d, 142 F.2d 723 (9th Cir. 1944), the probate court’s setting aside to 
the widow of the proceeds of life insurance payable to the estate was held not equivalent 
to a widow’s allowance for priority purposes. In Grace McKnight, 15 T.C. 730 (1950), the 
widow’s allowance was paid from a liquidating distribution received from a corporation, 
which thereafter was found to owe taxes for which provision had not been made. Since 
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However, dower and the widow’s allowance and similar interests, 
being includible in gross estate for estate tax purposes,*”” are sub- 
ject to the special estate tax lien.*"* 

Funeral Expenses, etc. Funeral expenses, including cost of head- 
stone,*’® are regarded as charges against the estate rather than 
debts of the decedent, and thus have priority over federal taxes in 
an insolvent estate.**° The special estate tax lien likewise is dis- 
charged from funds or property applied to such purposes, but only 
if the payment is submitted, at least retrospectively, to the probate 
court and allowed by it.8*? However, it is very doubtful that a pre- 
existing general federal tax lien would be subordinated to such a 
‘‘charge.’? 82 

Expenses of last illness, on the other hand, are a debt of the de- 
cedent, and are subordinated to federal taxes, like any other general 
debt, despite any preference granted by state law.*”* 

Administrative Expenses. Administration expenses of whatever 
nature, if approved by the probate court, prevail over the special 
estate tax lien.*** Furthermore, administration expenses come ahead 
of the federal priority in an insolvent estate ** or in a receivership 
or other insolvency proceeding.®* It has been suggested that such 
preferences might be defeated by the assessment of the federal tax, 
thus giving rise to a general tax lien which would be subject only to 
those administrative expenses incurred in the preservation or sale 


the estate was entitled to share only in the net equity in the corporation, after all debts 
and taxes, only that amount could be used for the widow’s allowance, and she was required 
to return the excess. 

817 T.R.C. § 2034 (1954). 

818 See note 117 in First Installment in March issue. 

819 United States v. Weisburn, 48 F.Supp. 393 (E.D.Pa. 1943) ; In re Holmes’ Estate, 
16 N.J. Mise. 402, 1 A.2d 42 (N.J. Orph. Ct. 1938). 

820 Postmaster General v. Robbins, 19 Fed. Cas. 1126, Case No. 11,314 (C.C.Me. 1829) ; 
United States v. Weisburn, 48 F.Supp. 393 (E.D.Pa. 1943) ; In re Stiles’ Estate, 126 Mise. 
715, 215 N.Y.Supp. 134 (N.Y. Surr. Ct. 1926); S.M. 5032, V-1 Cum. Bu. 109 (1926) ; 
G.C.M. 4215, VII-2 Cum. BuLL. 162 (1928). 

821 United States v. Security First Nat. Bank, 30 F.Supp. 113, 118, 119 (S.D.Cal. 1939). 

822 Cf. United States v. Security First Nat. Bank, 30 F.Supp. 113, 118 (S.D.Cal. 1939). 
Contra: In re Holmes’ Estate, 16 N.J. Mise. 402, 1 A.2d 42 (N.J. Orph. Ct. 1938). 

823 Postmaster General v. Robbins, 19 Fed. Cas. 1126, Case No. 11,314 (C.C.Me. 1829) ; 
In re Muldoon’s Estate, 275 P.2d 597 (Cal.App. 1954) ; S.M. 5032, V-1 Cum. Buu. 109 
(1926) ; G.C.M. 4215, VII-2 Cum. BuLu. 162 (1928). But see McCain v. Liberty Nat. 
Bank, 54-1 U.S.T.C. { 9141 (N.D.Ga. 1953). 

824 See note 118 in First Installment in March issue and note 518 supra. 

825 In re Estate of Ballard, 57-2 U.S.T.C. { 9777 (Mich. Prob. Ct. 1957) ; United States 
v. Weisburn, 48 F.Supp. 393 (E.D.Pa. 1943). 

826 Kennebec Box Co. v. O. 8. Richards Corp., 5 F.2d 951 (2d Cir. 1925), holding that 
the Government’s priority is limited to the funds, if any, available to pay debts of the 
insolvent and it is subordinate to those who gave credit to the receiver. 
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of the liened property.**? But the courts have generally preferred 
administration expenses despite the Government’s acquisition of a 
lien before or during the proceeding.*** When the insolvent estate 
is insufficient even to pay all administration expenses, it has been 
held that the estate (receivership, etc.) is itself an insolvent debtor 
to which the federal priority applies, and those federal claims which 
rank as administration expenses are preferred over receivership 
certificates and other expenses of administration, except court costs 
and fees of receivers and attorneys. 

In bankruptcy, as we have seen, administration expenses are 
ahead of federal taxes which had not become liens before bank- 
ruptcy,®** and are also, as to personal property only, ahead of those 
federal tax liens which had not been enforced by sale or seizure be- 
fore bankruptcy.*** Federal taxes during bankruptcy rank equally 
with all other administration expenses.**” 

Circular Priority. The foregoing rules of priority, colliding with 
a mass of unintegrated state rules, frequently create a situation in 
which A is preferred to B, who is preferred to C, who is preferred 
to A. State courts and commentators have struggled with the prob- 
lem in other contexts for many years without settling on a solu- 


827 Sarner, supra note 777, at 752-753. Ordinarily, aside from the express subordination 
provided with respect to the estate tax lien or in bankruptcy, a lienholder does not have 
to pay administration expenses except in so far as they actually benefit the property. In 
Miners Sav. Bank of Pittston v. Joyce, 97 F.2d 973, 977 (3d Cir. 1938), liened property 
was charged with costs of sale, which the lienor would have had to pay if he had foreclosed, 
including commissions attributable to the sale, and also with the expenses of preserving 
the property. But Odendahl v. Pokorny Realty Co., 76 F.2d 271 (5th Cir. 1935), a lienor 
was charged only with expenses equal to what it would have cost to foreclose the lien. 

828 In Petition of Gilbert Associates, 97 N.H. 411, 90 A.2d 499 (1952), rev’d on an- 
other point, 345 U.S. 361 (1953), administration expenses were preferred over a federal 
tax lien which had been filed before the receivership. In In re Holmes Mfg. Co., 19 F.2d 
239 (D.Conn. 1927), a federal tax incurred before but assessed during the receivership 
was subordinated to administration expenses. But in United States v. Security First Nat. 
Bank, 30 F.Supp. 113, 118 (S.D.Cal. 1939), the general federal tax lien arising during 
administration was preferred over a later mortgage to one who supplied funds for adminis- 
tration expenses. 

829 Wire Wheel Corp. v. Fayette Bank & Trust Co., 30 F.2d 318 (7th Cir. 1928) ; G.C.M. 
22499, 1941-1 Cum. Buu. 272. Federal taxes incurred during administration of the 
estate were preferred to state income taxes in In re Levy’s Estate, 70 N.Y.S.2d 72 (N.Y. 
Surr. Ct. 1947). A fiduciary does not, however, incur liability for having paid non-priority 
debts and later finding himself without assets to meet a federal tax arising later, which 
is an administration expense, not a debt of the decedent or insolvent. Administration ex- 
penses have priority only in assets still on hand when they are incurred. In re Levy’s 
Estate, supra. 

830 Supra note 587. 

831 Supra note 574. Concerning the charging of certain administration expenses on 
liened real property, see notes 575 and 827 supra. 

832 Supra notes 593-595. 
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tion.** The problem is here complicated—and the solution sug- 
gested—by the fact that the rules derive from two different sover- 
eignties. 

The situation arises particularly where (A), a mortgage or judg- 
ment, is superior to (B), a federal tax lien (or to the federal pri- 
ority in insolvency), but (C), some other lien—a state or local tax, 
a mechanic’s lien, or a landlord’s lien—subordinate to the federal 
lien is preferred to the mortgage or judgment under state law.*** 
Let us suppose, for illustration, that A holds a prior mortgage for 
$9,000, the federal tax claim (B) is $20,000, and there is a state tax 
claim (C) for $1,000. The property produces $15,000 on foreclo- 
sure. The early decisions concluded that C must come first, because 
state law placed that claim ahead of A; that A must come next, be- 
cause federal law prefers him to the federal tax; and that (B), the 
federal tax, comes last, because Congress, in subordinating its 
claims to mortgages and judgments, impliedly accepted subordina- 
tion to everything that was ahead of them.** In our example, C and 
A would be fully satisfied, and the federal claim would get $5,000. 

The difficulty with that logic is that it would be as reasonable to 
start at any other point on the circle, for example, to place the fed- 
eral tax (B) ahead of both C and A, on the ground that the mort- 
gagee, A, being behind the state tax (C), must be behind anything 
that is ahead of C.*** In our example the existence of the small state 
tax claim would cause the federal tax to take everything, to the ex- 
clusion of the prior mortgage. 

Faced with such a dilemma, one court simply threw up its hands 
and decided that the only equitable solution was to prorate the fund 


833 See OSBORNE, MorTGAGES § 209 (1951); 4 AmeERIcAN LAW or PROPERTY, § 17.33 
(1952); Perry, Priority of Liens Against Real Property in CURRENT TRENDS IN STATE 
LEGISLATION, 1953-1954, 361-371 (University of Michigan Law School Legislative Re- 
search Center, 1955); Benson, Circuity of Liens—A Problem in Priorities, 19 Minn. L. 
REv. 139 (1935) ; Otis, Cireuity of Liens—A First Rate Legal Puzzle in A.B.A. PROCEED- 
INGS, SECTION OF REAL PROPERTY, PROBATE AND Trust Law (Part IT) 5 (1956). 

834 See note 584 for a comparable situation arising under the Bankruptcy Act. 

835 Ferris v. Chic-Mint Gum Co., 14 Del. Ch. 232, 124 Atl. 577 (1924) ; State v. Nix, 134 
Tex. 476, 133 S.W.2d 963 (1939), rev’d on other grounds sub nom. United States v. Texas, 
314 U.S. 480 (1941); Brown v. General Laundry Service, 139 Conn. 363, 94 A.2d 10 
(1952), rev’d sub nom. United States v. City of New Britain, 347 U.S. 81 (1954). 

886 That was the solution adopted in State v. Nix, 159 S.W.2d 214, 215 (Tex.Civ.App. 
1942), on remand of United States v. Texas, 314 U.S. 480 (1941) (supra note 835). The 
Government was still contending, although in vain, for that solution, despite the Supreme 
Court’s New Britain decision (infra note 838) in Exchange Bank & Trust Co. v. Tubbs 
Mfg. Co., 246 F.2d 141 (5th Cir. 1957), cert. denied, 355 U.S. 868 (1957). The remaining 
route around the circle, A-B-—C, denying the state-favored claim its statutory preference 
over the mortgage because of the intervention of the federal claim, had been adopted by 
the trial court in the Nix case. See Sarner, supra note 777, at 754-755. 
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among A, B, and C.*** Such a solution might be quite inequitable, 
however. In our example the federal claim would be allotted $10,000, 
or $4,000 more than it would receive if the small state claim did not 
exist. 

The Supreme Court in United States v. City of New Britain **8 
adopted a solution which recognizes both the state’s intent to prefer 
C and its lack of power to impair the position of (B), the federal tax. 
It holds that ne more than the amount of A’s lien ean be given 
preference over the federal tax, and that if the state chooses to prefer 
C to A, C’s payment must be taken out of the share set aside for A. 
In our example $9,000, the amount of the mortgage, would first be 
set aside, and the $1,000 preferred claim of the state would be taken 
from it. The federal claim would be allotted the remaining $6,000 
of the $15,000 proceeds, the same sum it would have received if there 
were no state tax in the picture.** 

Anomalies and injustices result from this, as from the other solu- 
tions, and the courts have not received it without vigorous pro- 
test.**° Under the New Britain rule, the state or local taxing author- 
ity, or other preferred claimant, may be satisfied if there is a mort- 
gage, but left unsatisfied if the property is owned free and clear.*™ 
The mortgagee, who might feel completely secure against the effect 
of local tax delinquencies because of the substantial equity, may find 
that a subsequent and unknown federal tax lien (which, although 
unrecorded, primes later local taxes) causes the local lien to con- 
sume a portion of the mortgage itself. 

Can the mortgagee improve his position by paying the preferred 


837 Bank of America v. Green, 55-2 U.S.T.C. { 9658 (Cal. Super. Ct. 1955). 

838 347 U.S. 81 (1954). 

839 Other applications of this solution are found in Exchange Bank & Trust Co. v. Tubbs 
Mfg. Co., 246 F.2d 141 (5th Cir. 1957), cert. denied, 355 U.S. 868 (1957) ; Brock v. Slater, 
56-2 U.S.T.C. { 9605 (N.D.Ala. 1956) (where (C) was a landlord’s lien) ; Samms v. Chi- 
eago Title & Trust Co., 111 N.E.2d 172 (Tll.App. 1953) ((C) was a mechanic’s lien) ; Smith 
v. United States, 113 F.Supp. 702 (D.Hawaii 1953); Hopkins v. Eureka Coal Co., 44-1 
U.S.T.C. | 9320 (W.Va. Cir. Ct. 1941). Where (A) represents two prior liens, e.g., first and 
second mortgages or mortgage and judgment, the total of both will be set aside before 
the federal claim, and C’s payment will come first out of the share of the junior of the A 
claimants. Southern Ohio Sav. Bank v. Boice, 165 Ohio St. 201, 135 N.E.2d 832 (1956) ; 
Brown v. General Laundry Service, 113 A.2d 601 (Conn. Super. Ct. 1955), on remand of 
United States v. City of New Britain, 347 U.S. 81 (1954). Further complexity arises 
where (C) is a series of property tax claims, which take strict chronological priority as 
against the federal tax but inverse order of priority as among themselves, and which are 
all preferred to the mortgage which is ahead of the federal tax! See In re Lieb Bros., Inc., 
150 F.Supp. 68 (D.N.J. 1957), aff’d, 251 F.2d 305 (3d Cir. 1957). 

840 See Southern Ohio Sav. Bank v. Boice, 165 Ohio St. 201, 185 N.E.2d 382 (1956). 

841 In our example, the state got its $1,000 out of the mortgagee’s share. With no mort- 
gage, the federal tax would have taken the entire proceeds. 
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claim (C) and adding the amount to the lien of his mortgage which 
is ahead of the federal tax? ** It is doubtful that such payment of 
a claim which is subordinate to the federal tax should place him in 
any better position than if the preferred claim had been satisfied, 
at his expense, from the proceeds of foreclosure.** But there is au- 
thority suggesting that taking such course might be beneficial to 
the mortgagee.*** 

Marshalling of Assets. The universal reach of the federal tax lien 
makes it inevitable that, on occasion, the Government will seek to 
enforce it against a property on which someone has a specific but 
junior lien or interest, thus cutting off that lien yet possibly leaving 
untouched other properties from which the tax could have been en- 
forced. It has been held that the Government cannot be required to 
pursue first those properties on which there are no junior liens.** 
However, when all the taxpayer’s assets are before the court (as in 
bankruptcy), the federal lien will be satisfied first from property 
on which there is no junior lien, at least so long as such marshalling 
does not prejudice the Government.*** 

Marshalling also may be applied in the Government’s favor, 


842 In general, see Notes, 74 A.L.R. 512 (1931), 84 A.L.R. 1379 (1933), and 123 A.L.R. 
1248 (1939). 

843 See Sarner, supra note 777, at 755; Anderson, Federal Tax Liens—Their Nature 
and Priority, 41 Cauir. L. Rev. 241, 270 (1953). The problem is analogous to that of future 
advances under a mortgage (supra notes 631-636), although one could argue either way 
on whether the payments by the mortgagee are obligatory (necessary to protect his secu- 
rity) or optional (made by choice, in an effort to improve the mortgagee’s position just 
before the payment). Perhaps full protection could be achieved by including in the mort- 
gage a firm obligation to loan to the mortgagor, on request, up to a specified additional 
sum for application on account of local taxes or other preferred claims. 

844 See note 663 supra. In United States v. City of New Britain, 347 U.S. 81 (1954) 
(supra note 838), it was argued to the Court that both the local tax and the mortgage 
should prevail over the federal lien because that result could have been achieved by the 
mortgagee’s paying the local tax and adding it to the mortgage debt. The Court rejected 
the conclusion of that bootstrap argument without passing on the validity of its premise. 

845 Kelley Kar Co. v. United States, 56-1 U.S.T.C. § 9481 (S.D.Cal. 1956) (involving 
seizure of an automobile from a dealer to whom the taxpayer had traded it after the 
tax lien was filed). See 35 Am. Jur., Marshaling Assets and Securities, § 26 (1941) and 
authorities cited in Note, 29 L.R.A. 238 (1896). 

846 In re Marvin’s, Ine., 51-2 U.S.T.C. § 9423 (N.D.Tex. 1950) (holding also that the 
Government’s failure to sell the unencumbered property constitutes laches which cannot 
prejudice the junior lienor). In a questionable decision, one court preferred specific junior 
liens on real estate and left the Government to its lien on unencumbered personalty, 
although the effect, because of the subordination of liens on personalty to administrative 
expenses (supra note 574), was that the prior federal claim was not fully satisfied. In re 
Ann Arbor Brewing Co., 110 F.Supp. 111 (E.D.Mich. 1952). In a non-bankruptey ease 
involving foreclosure of the federal lien on both realty, on which there were junior liens, 
and unencumbered personalty, the court ordered satisfaction of the tax liens first from 
the proceeds of the personalty. United States v. Lord, 155 F.Supp. 105 (D.N.H. 1957). 
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where the priority creditor is entitled to reach security which is not 
subject to the federal lien.** 


Property Transferred Before Tax Lien Attached 


Collection problems of a different sort arise if the taxpayer had 
already disposed of property before there was a tax lien against it. 
If the transfer was for a full, fair and adequate consideration, with- 
out assumption of tax liabilities, the property cannot, of course, be 
pursued for the transferor’s taxes. If, on the other hand, the trans- 
fer was without such consideration and left the taxpayer without 
sufficient assets to pay tax liabilities accrued and accruing,®™® or if 
the transfer was otherwise fraudulent as to creditors,*® or if the 
transferee assumed the taxpayer’s liabilities,*” the Government 
may proceed against the transferee.**' The liability of a transferee 


847 United States v. Behrens, 230 F.2d 504 (2d Cir. 1956) (see note 79 in First Install- 
ment in March issue) ; United States v. Gilmore, 222 F.2d 167 (5th Cir. 1955), cert. denied, 
350 U.S. 843 (1955) (see note 78 in First Installment in March issue). 

848 Unknown tax deficiencies subsequently determined (Scott v. Comm’r, 117 F.2d 36 
(8th Cir. 1941)), probably as well as the tax for the year of the transfer (Updike v. 
Comm’r, 8 F.2d 913, 917 (8th Cir. 1925) ; J. Warren Leach, 21: T.C. 70 (1953). Contra: 
Hartman v. Lauchli, 238 F.2d 881 (8th Cir. 1956)) must be taken into acedunt in deter- 
mining solvency. Assets which are beyond the Director’s reach because held as tenants 
by the entirety (Louise Noell, 22 T.C. 1035, 1042-1043 (1954) ; see note 95 in First In- 
stallment in March issue) or because located abroad (George M. Newcomb, 23 T.C. 954 
(1955) ; see note 239 in First Installment in March issue) are disregarded in determining 
solvency. i 

849 Insolvency is unnecessary if there was fraudulent intent. Meyer Fried, 25 T.C. 1241 
(1956). Even subsequently accruing taxes might be collected from the transferee upon 
showing of actual intent to defraud future as well as existing creditors (see Hartman v. 
Lauchli, 238 F.2d 881 (8th Cir. 1956) ), although ordinarily that is not possible. American 
Trust Co., 18 B.T.A. 580 (1929). 

850 Kamen Soap Products Co. v. Comm’r, 230 F.2d 565 (2d Cir. 1956). 

851 Liability ‘‘at law or in equity’’ must exist. Ordinarily liability in equity does not 
exist until remedies against the taxpayer have been exhausted (Wire Wheel Corp., 16 
B.T.A. 737 (1929), aff’d, 46 F.2d 1013 (2d Cir. 1931)), unless pursuit of such remedies 
would be futile. United States v. Garfunkel, 52 F.2d 727 (S.D.N.Y. 1931). The courts are 
in conflict concerning whether the liability of a transferee ‘‘at law or in equity’’ must be 
found in state law (Rowen v. Comm’r, 215 F.2d 641 (2d Cir. 1954); United States v. 
Truax, 223 F.2d 229 (5th Cir. 1955); Stern v. Comm’r, 242 F.2d 322 (6th Cir. 1957), 
cert. granted, 26 U.S.L. WEEK 3116 (Oct. 14, 1957); Botz v. Helvering, 134 F.2d 538 
(8th Cir. 1943)) or whether the federal courts may adopt their own uniform rules, par- 
ticularly when the transferee’s non-liability under state law is in the nature of an exemp- 
tion. United States v. Bess, 243 F.2d 675 (3d Cir. 1957), cert. granted, 26 U.S.L. WrEk 
3137 (Oct. 28, 1957) ; Pearlman v. Comm’r, 153 F.2d 560 (3d Cir. 1946) ; Kieferdorf v. 
Comm’r, 142 F.2d 723 (9th Cir, 1944) ; Mary Stoumen, 27 T.C, 1014 (1957). This is not 
the place for a detailed discussion of transferee liability. See Fager, Technical Aspects of 
Transferee Liability in PRoceEpINGs or NEw YorK UNIVERSITY TENTH ANNUAL INSTI- 
TUTE ON FEDERAL TAXATION 697 (1952); Wolfen and Cohan, The United States as a 
Creditor for Taxes, 35 Taxes 684, 695-703 (1957). 
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may be enforced by a suit in court under the ‘‘trust fund’’ doctrine, 
or to set aside a fradulent conveyance, or to enforce the contractual 
assumption.** Most often, however, such liability is enforced ad- 
ministratively by assessment, in the same manner as a tax liabil- 
ity.®5 

It is important to observe that unless the person holding title is 
a mere agent or dummy for the taxpayer,** an assessment against 
the taxpayer does not give rise to a lien against property already 
transferred.*” The priority of liens and interests of other persons, 
attaching while the property is beneficially owned by the transferee, 
is determined by reference to the date of assessment against such 
transferee, not by the time when assessment was made against the 
taxpayer.**® Furthermore, it has been held that where state law 
gives a prior lien to the creditor who first brings suit to set aside a 
fraudulent transfer, such lien prevails over an earlier federal lien 
against the taxpayer, which does not attach to the transferred prop- 
erty until title has been revested in him.**” 


852 Leighton v. United States, 289 U.S. 506 (1933); Payne v. United States, 247 F.2d 
481 (8th Cir. 1957), cert. denied, — U.S. — (1958); United States v. Goldblatt Bros., 
128 F.2d 576 (7th Cir. 1942) (Bulk Sales Act). 

853 In the case of income, estate, and gift taxes; the transferee enjoys the same right 
as a taxpayer to receive a deficiency notice and litigate in the Tax Court. I.R.C. § 6901(a) 
(1) (1954). Assessment against transferees with respect to other taxes is made without 
permitting litigation prior to payment, but the assessment procedure in the case of those 
taxes is limited to transferee liability arising upon the liquidation of a partnership or 
corporation or upon a tax-free corporate reorganization (I.R.C. § 6901(a)(2) (1954)) ; 
otherwise, the remedy by suit is exclusive. 

854 The lien was held to attach to property held in the name of a dummy for the tax- 
payer and was given preference over local taxes assessed in the name of the holder of legal 
title in United States v. Canadian American Co., 108 F.Supp. 206 (E.D.N.Y. 1952), aff’d, 
202 F.2d 751 (2d Cir. 1953). Cf. United States v. Mutual National Bank of Chicago, 77 
F.Supp. 609 (N.D.Il. 1948) (levy on bank account held in fictitious name). Such a 
dummy or agent is not assessable as a transferee, since beneficial title remains in the tax- 
payer (Paulyn E. Tomfohr, 44 B.T.A. 730 (1941) ), but the property still ‘‘ belongs to’’ 
the taxpayer and is subject to lien. In contrast, a true transferee’s title is good against 
the taxpayer, although his creditors can set it aside. 

855 United States v. Fidelity & Deposit Co., 214 F.2d 565, 568 (5th Cir. 1954) ; Raffaele 
v. Granger, 196 F.2d 620, 623-624 (3d Cir. 1952). Cf. O.D. 769, 4 Cum. BuLL. 324 (1921). 
With respect to estate and gift taxes, however, see notes 115-127 in First Installment in 
March issue. 

856 United States v. Fidelity & Deposit Co., 214 F.2d 565 (5th Cir. 1954) (mortgage 
given by transferee preferred to earlier filed tax lien against taxpayer) ; United States v. 
Haddock, 144 F.Supp. 720 (E.D.N.C. 1956) (mortgage and local tax liens on property in 
hands of dummy for donee preferred over earlier federal lien filed against taxpayer). 

857 United States v. Fidelity & Deposit Co., 214 F.2d 565 (5th Cir. 1954). Cf. Payne v. 
United States, 247 F.2d 481, 485 (8th Cir. 1957), cert. denied, — U.S. — (1958) (suit 
by United States under trust fund doctrine without a transferee assessment creates no 
lien against property of transferee until the title is revested in the taxpayer). Quaere if 
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Remedies of Third Party. Where third parties claim an interest, 
by lien or purchase, in property against which a tax lien is asserted 
or where it is claimed that the taxpayer has no interest at all in 
property which is seized or threatened with seizure, a number of 
procedures are open. 

Administrative Discharge of Lien. As we have already discussed 
in another connection,** the tax lien may be discharged from par- 
ticular property by paying the Director an amount determined to 
be equal to the value of the Government’s interest in the property, 
taking into account all liens having priority over the tax lien.*® Of 
particular interest to mortgagees is the provision which permits 
discharge without any payment if it is demonstrated that the Gov- 
ernment’s interest is without value.°® 

Such procedure may be of no avail, however, if there is a dispute 
with the Director concerning the valuation of the property, the pri- 
orities of the liens, or the ownerships of the property. Cases have 
arisen in which, rather than risk loss of the property or the tying up 
of the property during prolonged litigation, third parties have paid 
the amount demanded for a discharge and then have sued to get the 
payment back. A difficult situation is thus created. The Government 
may claim an estoppel, since the amount received would have been 
credited as a payment on the tax liability, and the Government may 
have lost other opportunities to collect the tax or may even have 
permitted the statute of limitations to expire. It may also contend 
that the third party obtained what he paid for, a clear title, and 
should not repudiate the agreed price. On the other hand, assuming 
there was no element of compromise involved, it may be replied that 
the payment was made involuntarily, under ‘‘duress of goods,’’ ** 


the Government in the Fidelity case, instead of intervening in the suit to set aside the 
transfer, had elected to make a transferee assessment and thus had obtained a direct lien 
on the transferee’s property, whether such lien would not have prevailed over the lis 
pendens lien of the creditor who started the action to set aside the transfer. See notes 
699-701 supra. A Tax Court petition by the transferee might have delayed the obtaining 
of such lien by the Government, but the danger that the creditor would obtain final judg- 
ment before the federal lien could arise might be ground for a jeopardy assessment against 
the transferee. 

858 See notes 268 and 269 in First Installment in March issue. 

859 T.R.C. § 6325(b) (2) (1954). 

860 T.R.C. § 6325(b) (2) (B) (1954). The procedure and its advantages are described 
in Technical Information Release No. 10, 56-5 CCH { 6578 (July 11, 1956). The use of 
this procedure eliminates the one-year right of redemption which the United States would 
otherwise have following a foreclosure sale (infra note 878), and it permits foreclosure 
under a power of sale without the need for a judicial foreclosure or a suit to quiet title 
(see notes 894-898 infra). 

861 Cf. Stahmann v. Vidal, 305 U.S. 61, 66 (1938). 
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and it was the Government’s own error that placed it in the position 
of failing to collect from more appropriate sources.**? The few de- 
cisions afford no clear answer.** The better and safer procedure 
to accomplish the purpose, therefore, would seem to be to deposit 
the sum demanded with the Director or in escrow, with a clear un- 
derstanding that the matter is disputed; to agree with the Director 
that the liens shall be transferred to the fund deposited; and then 
to bring suit against the United States to quiet title to the fund.** 
Suit to Foreclose Mortgage or Other Lien. If it is not possible to 
reach agreement on an administrative discharge, the third party 
may make the United States a defendant in a suit to foreclose his 
mortgage or other lien. There actually are two alternative proce- 
dures available,*® but one of them, an action to clear title under sec- 
tion 7424 of the Code, is cumbersome and is very rarely used.*® 


862 Compare Washington Farms v. United States, 122 F.Supp. 31, 36 (M.D.Ga. 1954), 
involving a comparable situation with respect to transferee liability. 

863 Recovery allowed: Fecarotta v. United States, 154 F.Supp. 592 (D.Ariz. 1956) ; 
Halton Tractor Co. v. United States, 141 F.Supp. 411 (N.D.Cal. 1956). In the latter case, 
however, it appears that the payment was made under threat of levy as a tax payment 
and not under the discharge procedure. Recovery denied: Naus v. Broderick, 103 F.Supp. 
233 (D.Kan. 1951) (payment deemed voluntary). 

864 Such procedure is reflected in Maule Industries v. Tomlinson, 244 F.2d 897 (5th Cir. 
1957), except that the third party then sued the Director. It was held that he should have 
sued the United States under 28 U.S.C. § 2410 (1952) (see notes 867 and 872 infra). 

865 I.R.C. § 7424 (1954) and 28 U.S.C. § 2410 (1952). The two procedures co-exist, 
and neither supersedes the other. Miners Savings Bank v. United States, 110 F.Supp. 563 
(M.D.Pa. 1953) ; G.C.M. 9453, X-1 Cum. BuLL. 526 (1931). See Clark, Federal Tax Liens 
and Their Enforcement in PRocEEDINGS OF NEW YorK UNIVERSITY FirrH ANNUAL INSTI- 
TUTE ON FEDERAL TAXATION 185, 201 (1947), 33 Va. L. Rev. 13, 32 (1947). It was held 
in Gerth v. United States, 132 F.Supp. 894 (S.D.Cal. 1955), that 28 U.S.C. § 2410 (1952) 
may be availed of, free of the restrictions in section 7424 (1954). But see Winokur v. 
A’Hearn, 56-1 U.S.T.C. { 9276 (S.D.N.Y. 1956). Note also the cross-reference in I.R.C. 
§ 7425(5) (1954) to 28 U.S.C. § 2410 (1952). While cross-references have no legal effect 
(I.R.C. § 7806(a) (1954)), it does suggest that Congress did not intend, by re-enact- 
ing the Internal Revenue Code procedure in 1954, to repeal or restrict the availability of 28 
U.S.C. § 2410 (1952). The Government’s practice has been to recognize both procedures 
as available. It was held in Jn re Sills, 115 F.Supp. 239 (E.D.N.Y. 1953), and reiterated 
by dictum in Gerth v. United States, supra, that what is now section 7424 (1954) is avail- 
able only to taxpayers and that 28 U.S.C. § 2410 (1952) is exclusively available to third 
parties. However, not only is the unavailability of section 7424 (1954) to third parties 
refuted by its very terms (‘‘ Any person having a lien upon or any interest in the prop- 
erty referred to in section 7403,’’ é.e., in the taxpayer’s property), but its availability to 
taxpayers is highly questionable, both from its terms and from the policy against restrain- 
ing collection (see note 296 in First Installment in March issue). 

866 Section 7424 (1954) is available only with respect to real estate, and only if the 
claimant’s lien or interest was filed of record prior to the filing of the federal lien, or if 
the claimant purchased at a sale to satisfy such a prior lien or interest. In contrast, 28 
U.S.C. § 2410 (1952) may be availed of with respect to real or personal property by a 
senior or junior claimant. Under section 7424 (1954) it is necessary for the claimant first 
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The preferred procedure is based upon section 2410 of Title 28, 
United States Code, a general provision, not limited to tax liens, by 
which the United States consents, under prescribed conditions, to be 
named a party in any civil action or suit in any federal or state court 
having jurisdiction of the subject-matter to quiet title to or for the 
foreclosure of a mortgage or other lien upon real or personal prop- 
erty on which the United States has or claims a mortgage or other 
lien.8*? That provision is not in itself a grant of jurisdiction to any 
court, but merely a waiver of sovereign immunity from suit in any 
rourt having jurisdiction on independent grounds.*® Ordinarily, 
therefore, the action must be brought in a state court, unless there 
is diversity of citizenhip and $3,000 involved, or unless the property 
has been brought into the constructive custody of the federal court 
by a levy.**® However, if the suit is commenced in a state court, the 
United States has the privilege of removing it to the federal court,’ 
although most foreclosure cases are not thus removed.®™ 


to request the Government itself to institute a foreclosure action under section 7403 (1954) 
(see note 210 in First Installment in March issue)—a mere formal condition precedent, 
since the practice is to refuse such requests. G.C.M. 4715, VII-2 Cum. BuLL. 94, 95 (1928) ; 
Clark, supra note 865, at 201. If a foreclosure suit is not authorized by the Commissioner 
within six months, or if the request is sooner refused, the claimant, upon notice to the 
Commissioner, may petition the federal district court for leave to file a civil action for a 
final determination of all claims to or liens upon the realty, which the court has discretion 
to grant or deny. Compliance with all requirements must be alleged and proved. Jones v. 
Tower Production Co., 120 F.2d 779 (10th Cir. 1941). 

867 The manner of service upon the United States is prescribed in 28 U.S.C. § 2410(b) 
(1952) for state court actions and in Fep. R. Civ. P. 4(d) (4) for federal court suits. The 
United States must be allowed at least sixty days for answer, regardless of state rules 
setting a shorter time. In a remarkably narrow construction of 28 U.S.C. § 2410 (1952), 
it was held that the provision does not extend to a proceeding to ‘‘enforce,’’ rather than 
‘*foreclose,’’ an attorney’s lien on a cause of action under N.Y. Jupictary Law § 475. 
Lavenburg v. Universal Sportswear, 92 F.Supp. 473 (S.D.N.Y. 1950). Whereupon the state 
court, calling that a mere play on words, proceeded to determine the priorities without the 
United States as a party. Lavenburg v. Universal Sportswear, 198 Misc. 318, 98 N.Y.S.2d 
160 (N.Y. Sup. Ct. 1950). 

868 Wells v. Long, 162 F.2d 842 (9th Cir. 1947) (lack of diversity of citizenship, the 
United States not being a ‘‘citizen’’ of any state, was held to preclude original federal 
jurisdiction). It was not a tax case, but it is probable that diversity would still be the only 
ground on which to commence an ordinary foreclosure in a federal court. Even though tax 
lien priorities may come in issue, that does not seem to be a case ‘‘ arising under any Act of 
Congress providing for internal revenue’’ (emphasis added) for which original federal 
jurisdiction would exist under 28 U.S.C. § 1340 (1952). 

869 28 U.S.C. § 2463 (1952). Sce notes 913-914 infra. 

870 28 U.S.C. § 1444 (1952). See City of New York v. Evigo Corp., 121 F.Supp. 748 
(S.D.N.Y. 1954) ; Vincent v. P. R. Matthews Co., 126 F.Supp. 102 (N.D.N.Y. 1954). If the 
Government fails to remove the case in the time allowed by 28 U.S.C. § 1446(b) (1952), 
it cannot thereafter interfere with the state court’s jurisdiction by commencing a lien fore- 
closure suit in federal court. Smith v. United States, — F.2d — (6th Cir. 1958). 

871 Speech of Hon. Charles K. Rice, Assistant Attorney General, to the Section of Ju- 
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The United States is an indispensable party in such an action 
affecting the Government’s lien, and it will not suffice to name the 
Director.6” 

The complaint must set forth with particularity the nature of the 
interest or lien of the United States.* While filed tax liens ean read- 
ily be listed, practical difficulties arise with respect to existing but 
unfiled tax liens which could cloud the title at a later date or which 
may even have priority over the plaintiff.** The courts have some- 
times been quite liberal, however, in allowing the allegation of the 
Government’s interest to be made in general terms, at least where 
there was good reason for it.8% 

There is authority that the merits of the tax cannot be placed in 
issue in such an action,®” even by the taxpayer, but the matter can- 
not be regarded as settled.8”" 

Sale and Redemption. If the property is sold on foreclosure to sat- 
isfy a mortgage or lien inferior to that of the United States, the sale 
will be made subject to and without disturbing the tax lien, unless 
the United States consents that the property be sold free of its lien 
and the proceeds divided as the parties may be entitled. If the sale 
is made to satisfy a prior lien, the effect of the sale in discharging 
the federal tax lien is determined by loeal law, except that whether 


dicial Administration of the American Bar Association, July 25, 1957, in 1957-5 CCH 
{ 6696. 

872 City of New York v. Evigo Corp., 121 F.Supp. 748 (S.D.N.Y. 1954). See notes 923- 
924 infra. 

873 28 U.S.C. § 2410(b) (1952). 

874 Supra note 456. Concerning liens which arise while the foreclosure suit is pending, 
see note 890 infra. 

875 Profaci v. Mamiapro Realty Corp., 130 N.Y.S.2d 851, 854 (N.Y. Sup. Ct. 1954) (alle- 
gation that the defendant ‘‘may have liens and/or interest in said mortgaged premises ; 
and the particular nature of said liens or interest is unpaid Federal income and/or with- 
holding taxes, for which said defendant has filed liens against the property. ...’’); Blinn 
v. Bowdren, 198 Misc. 254, 97 N.Y.S.2d 146 (N.Y. Sup. Ct. 1950) (allegation that United 
States may have an interest because certain named parties have died and may owe estate 
tax, on which plaintiff has no information). Liberality has its limits, however, if the 
plaintiff does not make a real effort to particularize the liens to the extent of information 
available to him. City Bank of Anchorage v. Eagleston, 110 F.Supp. 429 (D.Alaska 1953). 

876 Commercial Credit Corp. v. Schwartz, 126 F.Supp. 728 (E.D.Ark. 1954). Cf. United 
States v. McGuire, 42 F.Supp. 337, 339 (D.N.J. 1941), in which a judgment-creditor 
sought to place the merits of the tax in issue; the court declined to consider the merits, but 
only on the ground of prior adjudication. In the case of the rarely used alternative action 
under section 7424 (1954), it is expressly provided that for purposes of such suit the tax 
shall be ‘‘ conclusively presumed to be valid.’’ 

877 Cf. notes 285-291 in First Installment in March issue. In Clark, supra note 865, at 
204, it is stated that in a suit under what is now 28 U.S.C. § 2410 (1952), ‘‘the validity 
of the tax assessment itself may be challenged, since unlike section [7424 of the 1954 Code 
(supra note 866) ], the statute does not provide that the assessment, is conclusively valid.’’ 
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or not local law so provides, the United States is given one year 
from date of sale in which to redeem the property from the sale.**® 
Where state law, in order to force up bids, permits redemption by 
paying the bid price, the United States may avail thereof. But if 
there is no such provision, or no provision at all, in state law, it has 
been held that the Government, to redeem, must pay the full amount 
of the prior lien, regardless of the bid price.*”’ Usually a purchaser 
at the sale, desiring a clear title promptly, can obtain a release of the 
Government’s redemption right from the Department of Justice by 
paying an agreed sum, which in some instances is quite nominal.**° 
Effect of Failure to Name United States in Foreclosure. Some- 
times a mortgagee, having ascertained that there are no liens su- 
perior to him, and relying on state law permitting him to ignore 
junior liens which may be cut off without being joined, may fail to 
name the United States as a party.®*' In that event, the purchaser 
will obtain a title still clouded by the federal tax lien. Although the 


878 28 U.S.C. § 2410(ce) (1952). The redemption right was apparently provided to 
meet a practical situation. Whereas in a distraint sale or a judicial sale in foreclosure of 
a tax lien (notes 179 and 217 in First Installment in March issue), the Government can 
protect itself against low bids by itself bidding up to the amount of the tax, without hav- 
ing to put up any money, because prior liens are untouched by such sales, a bid by the 
Government at a sale under a prior lien of a third party would require the Government to 
pay the amount of the prior liens. Since appropriations for ‘‘ collecting the internal rev- 
enue’’ leave little room for such expenditures, the year allowed for redemption permits 
obtaining a special appropriation for the purpose. See First Nat. Bank & Trust Co. v. 
MacGarvie, 41 N.J. Super. 151, 124 A.2d 345 (Ch. Div. 1956). However, the privilege is 
very rarely exercised and it is problematical whether the mere threat or possibility of its 
exercise has more effect in driving the bids up than the year’s delay in passing clear title 
has in depressing the bids. Cf. Roberson v. Boone, 242 N.C. 598, 89 S.E.2d 158 (1955). 
There is no right of redemption provided under the more cumbersome procedure provided 
in section 7424 (1954) (supra note 866). Congress concluded in 1950 that such right was 
detrimental to the price obtainable and abolished the right under section 2410(c) (1954) 
in situations where the United States holds a subordinate lien arising from the insurance 
of a mortgage. 12 U.S.C. § 1701k (1952). The American Bar Association in 1956 recom- 
mended that the right be stricken from 28 U.S.C. § 2410(¢) (1952) entirely. 

879 First Nat. Bank & Trust Co. v. MacGarvie, 41 N.J. Super. 151, 124 A.2d 345 (Ch. 
Div. 1956). 

880 See Clark, supra 865, at 204. However, it was stated in Technical Information Re- 
lease No. 10, 56-5 CCH {| 6578 (July 11, 1956) that in order to encourage the obtaining of 
administrative discharges in lieu of joining the United States in the foreclosure suit, the 
Government was ‘‘considering’’ rejecting applications for release of the redemption right, 
after suit, where only a nominal sum is offered. 

881 See Mosner, The Nature and Scope of Federal Tax Liens with a Special Considera- 
tion of Their Effect on Mortgage Foreclosures, 17 Mp. L, Rev. 1, 13 (1957). [After our 
going to press, it was held in United States v. Cless, — F.2d — (3d Cir. 1958), that the 
Government need not be named a party in order to cut off its junior lien (a second mort- 
gage was involved rather than a tax lien), unless state law entitles junior lienors generally 
to be joined, and that 28 U.S.C, § 2410 (1952) does not require such joinder but only con- 
sents thereto where state law provides for it. Cf. notes 894-897 infra. ] 
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purchaser’s interest, measured by the amount of the mortgage to 
which he succeeded, will be superior to the federal lien,*** the latter 
might be enforced years later to reap the advantage of appreciation 
in value.*** The purchaser may be able, when he discovers the situa- 
tion, to obtain an administrative discharge of the lien, if agreement 
can be reached on the value, if any, of the Government’s interest.®** 
Otherwise he may bring an action to quiet title under section 2410 
of Title 28,°%° and the court may order a resale in order to fix the 
amount of the Government’s interest in a proceeding to which it is 
a party.*** If the court determines from the evidence, however, that 
the property would not produce on resale an amount sufficient to 
leave anything for the tax lien, there is authority for the view that 
it can remove the tax lien without ordering a resale.*** But other 
courts maintain that a sale is the only means by which a court can 
remove the lien.*** 

The foregoing situation can confront even the most careful mort- 
gagee, in view of the Supreme Court’s tacit rejection of the applica- 
tion of the doctrine of lis pendens against the tax lien.**® For even 
a federal tax lien arising after the foreclosure suit has been com- 
menced may survive the foreclosure and remain as a cloud on title.®” 

Tf in an action to which the United States is not a party, a prior 
mortgage is foreclosed and produces a surplus, which is distributed 


882 Bank of America v. United States, 84 F.Supp. 387 (S.D.Cal. 1949). 

888 Quaere if the foreclosure sale wipes out liens junior to the mortgage foreclosed upon, 
but superior to the mortgage, whether the federal claim advances in priority as a result of 
their elimination for the purpose of valuing the federal interest for discharge purposes or 
distributing the proceeds of a resale, or whether the Government’s position at the time of 
foreclosure is controlling. See Mosner, supra note 881, at 14. 

884 Supra notes 859 and 860. 

885 Supra note 867. 

886 Bank of America v. United States, 84 F.Supp. 387 (S.D.Cal. 1949); Blodgett v. 
United States, 57-1 U.S.T.C. { 9479 (S.D.Cal. 1957). 

887 Miners Savings Bank v. United States, 110 F.Supp. 563 (M.D.Pa. 1953); United 
States v. Cox, 119 F.Supp. 147 (N.D.Ga. 1953) ; Minnesota Mut. Life Ins. Co. v. United 
States, 47 F.2d 942 (N.D.Tex. 1931) ; Oden v. United States, 33 F.2d 553 (W.D.La. 1929). 
See United States v. Morrison, 247 F.2d 285, 289-291 (5th Cir. 1957) (one of the year’s 
more elaborate dicta). 

888 Metropolitan Life Ins. Co. v. United States, 107 F.2d 311 (6th Cir. 1939), cert. de- 
nied, 310 U.S. 630 (1940); Sherwood v. United States, 5 F.2d 991 (E.D.N.Y. 1925) ; 
Integrity Trust Co. v. United States, 3 F.Supp. 577 (D.N.J. 1933). 

889 Supra notes 699-701. 

890 Is it necessary or advisable, therefore, to join the United States in every foreclosure 
action to guard against the possibility of liens arising pendente lite, thus defeating the 
Government’s aim to reduce the load of these cases (see note 860 supra) ? Quaere whether 
even if that is done, it would affect liens not existing when suit is commenced, and how such 
liens will be described with ‘‘ particularity’’ in the complaint (supra note 875). 
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to lienors subordinate to the tax lien, the Government may sue to re- 
cover such surplus.**? 

If the tax lien is superior to the lien which is foreclosed, no harm _ 
is done by failing to name the United States as a party, since the 
sale would, in any event, be made subject to the tax lien, unless the 
Government consents to sale of its interest. However, joinder of 
the United States may have the advantage of permitting sale, with 
such consent, of an unencumbered title or of enabling disputable 
questions of priority to be disposed of before sale. 

Torrens Title Registration. Under the Torrens System of land 
title registration in force in some states, a proceeding in court to 
register a land title upon prescribed published notice results in an 
indefeasible title, good against all the world, including holders of 
liens or interests in the property who were not named as parties to 
the proceeding. In a highly questionable decision, one court has held 
that such a proceeding to obtain a new title certificate after foreclo- 
sure of a mortgage results in a decree which binds the United States 
and precludes consideration of the priority of its tax lien over the 
mortgage, even though the United States was not named a party or 
given express notice of the proceeding.®” 

Non-Judicial Sale. Many mortgages, where state law permits, en- 
able the mortgagee to avoid the delay and expense of a judicial fore- 
closure, by providing a power of sale that can be exercised without 
court action. Obviously, the efficiency of that remedy would be ma- 
terially impaired if in any case where a tax lien was found to exist 
subordinate to the mortgage, a suit for foreclosure was necessary 
(unless an administrative discharge could be negotiated). 

The Court of Appeals for the Fifth Circuit has held in United 
States v. Boyd,*** which the Supreme Court has declined to review, 
that the federal lien attaches to the taxpayer’s title subject to any 
existing infirmities.*” The power of sale is a contingent property 
interest to which all subsequent liens are subordinate, and they are 
cut off when it is exercised.*** The Court found it unnecessary to de- 


891 United States v. Williams, 139 F.Supp. 94 (M.D.N.C. 1956). 

892 Supra note 878. 

893 United States v. Ryan, 124 F.Supp. 1, 11 (D.Minn. 1954). There were two other 
grounds for the court’s conclusion (see note 420 supra and note 894 infra), but the Min- 
nesota court evidently felt that the conclusive effect of the registration proceeding, stated 
as an ‘‘additional reason,’’ was a valid ground which alone could support its decision. 

894 246 F.2d 477 (5th Cir. 1957), cert. denied, 26 U.S.L. WEEK 3177 (Dec. 9, 1957) ; 
accord, United States v. Ryan, 124 F.Supp. 1, 10 (D.Minn. 1954). 

895 Cf. note 33 in First Installment in March issue. 

896 The court avoided opinion whether by acting before the mortgagee had taken steps 
to exercise the power of sale the Government might have forced a judicial sale of all in- 
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cide whether the Government is even entitled to notice of such sale 
where state law does not require notice to junior lienors generally. 
It was indicated, however, that the Government was entitled to one 
year from such a sale to redeem, just as in the case of a judicial sale 
under section 2410 of Title 28. 

Under that view, the federal lien would be wholly cut off by such 
non-judicial sale, and if it became necessary to sue to clear the title, 
there would be no occasion for valuation of the property or for or- 
dering a resale.**? Other courts have treated the case like one in 
which the Government was not bound because not named in a fore- 
closure suit and have ordered a judicial resale unless (in some 
courts) it was clear that there would be no equity for the Govern- 
ment.®% 

Strict Foreclosure. Where state law and the terms of the instru- 
ment permit strict foreclosure, by which, after default and under 
certain conditions, the mortgagee can take over the property with- 
out need for any sale at all to establish an equity for the debtor, the 
same principles—and the same conflicts—presumably apply as in 
the case of the non-judicial power of sale. Some might hold that the 
taxpayer held only a defeasible title when the tax lien attached,*® 
while others would deny the power to cut off the subordinate tax 
lien by any means but a judicial sale °° or would take the intermedi- 
ate view that a sale is necessary unless it is clear there would be no 
recovery for the tax lien.*” 

Foreclosure After Tax Lien Has Been Enforced. Complications 
may arise if the federal tax lien was enforced by levy and sale be- 
fore foreclosure of the prior mortgage or other lien and if the 


terests under section 7403 (1954). In the Boyd case (supra note 894), the Government’s 
foreclosure suit commenced after the mortgagee had initiated steps toward sale but before 
such sale (which was completed pending the federal suit) was held to come too late. 

897 In such suit the decree would not extinguish the tax lien (which can be done only by a 
sale or at least upon a determination that a sale would produce nothing for the Govern- 
ment (see notes 887-888 supra) ) but would determine that the lien had already been ex- 
tinguished by exercise of the power of sale. United States v. Boyd, 246 F.2d 477, 482 (5th 
Cir. 1957), cert. denied, 26 U.S.L. WEEK 3177 (Dee. 9, 1957). 

898 Metropolitan Life Ins. Co. v. United States, 107 F.2d 311 (6th Cir. 1939), cert. de- 
nied, 310 U.S. 630 (1940) (see note 888 supra) ; United States v. Cox, 119 F.Supp. 147 
(N.D.Ga. 1953) (see note 887 supra). The American Bar Association in 1956 recom- 
mended amendment of 28 U.S.C. § 2410 (1952) to enable the extinguishment of federal 
liens by non-judicial foreclosure where local law permits, but conditioned on 60 days’ prior 
notice to the United States. 

899 Cf. note 896 supra. 

900 See note 88 in First Installment in March issue. In Borough of Kenilworth v. Cor- 
wine, 96 F.Supp. 68 (D.N.J. 1951), strict statutory foreclosure of local tax sale certifi- 
cates was held ineffective against the federal tax lien, and a sale was required. 

901 Supra note 899. 
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United States purchased at its own sale.®%? Although the interest 
of the United States will be subject to the prior mortgage or lien,®* 
the Government cannot be sued without its consent, and the consent 
to be sued in foreclosure under section 2410 of Title 28 applies only 
in cases where the United States has or claims a lien or mortgage, 
not where it has title.** The prior mortgagee or lienor thus may be 
without a remedy against the property until the United States dis- 
poses of it.®® 

Suit to Quiet Title. An owner of property which has been seized 
or threatened with seizure for another’s taxes will ordinarily not 
want to bring an action that will result in sale of the property, even 
if he is awarded the proceeds. What he wants is a declaration of his 
rights and a restraint of interference therewith by the Government. 
Since 1942, the Government’s consent to be sued has extended to 
suits to quiet title, although we still find it contending, usually in 
vain, that the court has no jurisdiction if the complaint does not 
request a sale.%® Such suit is otherwise subject to the conditions 
heretofore described with respect to foreclosure actions, including 
the necessity that the interest claimed by the United States be a lien 
or mortgage, not title,’ and that there be independent grounds of 





902 See note 179 in First Installment in March issue concerning purchase by the United 
States. If a private party purchased at the sale, of course, the United States is no longer 
an interested party and need not be joined. Cf. note 192 in First Installment in March 
issue. P 

903 See notes 182, 191, and 192 in First Installment in March issue. 

904 Sissman v. Chicago Title & Trust Co., 375 Ill. 514, 32 N.E.2d 132 (1941); Wells v. 
Long, 68 F.Supp. 671 (D.Idaho 1946), aff’d on other grounds, 162 F.2d 842 (9th Cir. 
1947). The Sissman decision rejected the argument that the Government, having acquired 
only the taxpayer’s equity of redemption, had an interest more in the nature of a lien 
than of title. It declared that the proper remedy in such case was under what is now section 
7424 (1954), the cumbersome and limited procedure described in note 866 supra. But the 
Government has argued that such procedure is also unavailable when the United States has 
title. Section 7424 (1954) is available to persons having liens upon or interests in property 
referred to in section 7403 (1954), which in turn refers to property of the delinquent tax- 
payer or in which he has any right, title or interest. Once the United States has obtained 
title, the property is no longer of that character. During the redemption period (see note 
188 in First Installment in March issue), the Government is deemed still to have a lien 
rather than title and to be subject to suit under 28 U.S.C. § 2410 (1952). Waldoch v. 
Taylor, 58-1 U.S.T.C. ¥ 9291 (N.D.IIl. 1958). 

905 United States v. Alabama, 313 U.S. 274, 281 (1941). 

906 United States v. Morrison, 247 F.2d 285 (5th Cir. 1957) (person who had taken title 
in settlement of a lien sued to quiet title without sale); Seattle Ass’n of Credit Men v. 
United States, 240 F.2d 906 (9th Cir. 1957) (lower court had dismissed suit to quiet title 
because sale was not requested in complaint.) 

907 Supra note 904. 
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jurisdiction.** If there has been no seizure, it is probably advisable 
to bring the action in a state court *® subject to the Government’s 
right to remove it to federal court.” 

Levy Upon Another’s Property. If the Government seizes prop- 
erty owned by one person for the tax of another, the owner cannot 
use self-help to get it back, on pain of criminal penalties.*"* Nor can 
he recover possession from the Director by an action of replevin 
or its equivalent,” since property taken or detained under the rev- 
enue laws is declared not to be repleviable but to be ‘‘in the custody 
of the law and subject only to the orders and decrees of the courts 
of the United States having jurisdiction thereof.’’** That provi- 
sion has been construed as an affirmative grant of jurisdiction to 
the federal courts, no independent grounds being required, to en- 
tertain any action other than replevin with respect to property lev- 
ied upon.*"* It permits a suit to enjoin a sale under a levy on the 


908 Haldeman vy. United States, 93 F.Supp. 889 (E.D.Mich. 1950). See note 868 supra. 
Presumably the action would be available only if conditions which state law and decisions 
impose on suits to quiet title are satisfied. One such requirement is that the plaintiff be in 
possession. But that requirement is based on the view that ejectment is an adequate rem- 
edy at law if the plaintiff is out of possession, and one not in possession has been allowed 
to sue to quiet title where ejectment is unavailable (as it is here) or where there is other 
ground for equitable relief. Lancaster v. Kathleen Oil Co., 241 U.S. 551, 555 (1916). See 
44 Am. Jur., Quieting Title, § 41 (1942). 

909 In Haldeman v. United States, 93 F.Supp. 889 (E.D.Mich. 1950), a suit in the fed- 
eral court was dismissed for lack of allegation of independent grounds of jurisdiction 
without discussing whether they might exist. See note 868 supra. An almost identical suit 
—to quiet the title to a tenancy by the entirety—when commenced in a state court and re- 
moved by the Government was allowed in United States v. Hutcherson, 188 F.2d 326 (8th 
Cir. 1951). *e 

910 Supra note 870. 

911 See note 275 in First Installment in March issue. The Sauer case, there cited, in- 
volved a ‘‘rescue’’ of distrained property by a third party claiming ownership. It has 
been said, however, that a non-taxpayer may forcibly resist the seizure of his property 
in the first instance. Long v. Rasmussen, 281 Fed. 236, 238-239 (D.Mont. 1922). 

912 In replevin, possession is ordinarily returned to the plaintiff in advance of trial upon 
his giving bond. See Long v. Rasmussen, 281 Fed. 236, 239 (D.Mont. 1922). 

918 28 U.S.C. § 2463 (1952). The statute is held to bar such action by third parties 
as well as by the taxpayer himself. Brice v. Elliott, 4 Fed. Cas. 85, No. 1854 (C.C. E.D.Pa. 
1876); Treat v. Staples, 24 Fed. Cas. 161, No. 14,162 (C.C. Me. 1870). However, the 
property may, after sale, be replevied from a private purchaser thereof. Sheridan v. 
Allen, 153 Fed. 568 (8th Cir. 1907). 

914 Seattle Ass’n of Credit Men v. United States, 240 F.2d 906 (9th Cir. 1957). The 
words ‘‘having jurisdiction thereof’’ merely require that the property be situated in the 
district, not that the court already have jurisdiction of the property on independent 
grounds. Gerth v. United States, 132 F.Supp. 894 (S.D.Cal. 1955). The denial of the legal 
remedy of replevin makes equitable remedies appropriate. Pollard v. Reardon, 65 Fed. 848, 
853 (1st Cir. 1895) ; Long v. Rasmussen, 281 Fed. 236 (D.Mont. 1922). While the language 
of 28 U.S.C. § 2463 (1952) suggests that federal jurisdiction is exclusive after levy, one 
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third party’s property,*” or to quash a levy on his bank accounts 
or other debts due him ®* or his interest in a trust.*!” 

We have seen that the law prohibits suits to restrain the collec- 
tion of federal taxes, except in extraordinary circumstances.*® 
That restriction has no application, however, where the suit is not 
one seeking to prevent lawful collection from the taxpayer’s own 
property, but only to protect property of a third party which the 
Director has no right to seize.*® Furthermore, a person who is as- 
sessed as a transferee of the taxpayer’s property * may test by in- 
junction the question whether he received property under circum- 
stances making him subject to transferee liability,°** although not 
the merits of the tax liability.®” 

The question of the proper party to sue for such relief can prove 
a trap, however. Many decisions permit the injunction suit to be 
brought against the Director, as the officer who is committing a tres- 
pass on the plaintiff’s property contrary to his duty.** Some de- 
cisions however, hold that the United States is the real party in 
interest, and the proper procedure, at least where there is a title 
controversy, is to sue the United States under section 2410 of Title 
28 to quiet title.*** Possibly the safest course, to avoid expensive 


decision indicates that a state court suit, subject to removal, may be permissible. City of 
New York v. Evigo Corp., 121 F.Supp. 748 (S.D.N.Y. 1954). 

915 Long v. Rasmussen, 281 Fed. 236 (D.Mont. 1922). 

916 Raffaele v. Granger, 196 F.2d 620 (3d Cir. 1952); Rothensies v. Ullman, 110 F.2d 
590 (3d Cir. 1940). But cf. Winokur v. A’Hearn, 56-1 U.S.T.C. J 9276 (S.D.N.Y. 1956). 

917 Schweinler v. Manning, 88 F.Supp. 964 (D.N.J. 1949) ; National Iron Bank v. Man- 
ning, 76 F.Supp. 841 (D.N.J. 1948). 

918 See notes 294-304 in First Installment in March issue. 

919 See cases cited, notes 915-917 supra; and Adler v. Nicholas, 166 F.2d 674 (10th Cir. 
1948) ; Glenn v. American Surety Co., 160 F.2d 977 (6th Cir. 1947) ; Tomlinson v. Smith, 
128 F.2d 808 (7th Cir. 1942). But cf. Seattle Ass’n of Credit Men v. Frank, 134 F.Supp. 
439 (W.D.Wash. 1955). The power to enjoin was held in the Tomlinson case to include the 
power to declare the rights in the property, notwithstanding the inapplicability of the 
Declaratory Judgments Act to tax matters (see note 295 in First Installment in March 
issue). 

920 Supra notes 848-857. 

921 Holland v. Nix, 214 F.2d 317 (5th Cir. 1954) ; Shelton v. Gill, 202 F.2d 503 (4th Cir. 
1953) ; Rosenthal v. Allen, 75 F.Supp. 879 (M.D.Ga. 1948). 

922 T.R.C. § 7421(b) (1) (1954) ; Voss v. Hinds, 208 F.2d 912 (10th Cir. 1953). 

928 Long v. Rasmussen, 281 Fed. 236 (D.Mont. 1922); Filipowicz v. Rothensies, 43 
F.Supp. 619, 622 (E.D.Pa. 1942). The cases cited, notes 912-919 supra, with the excep- 
tions discussed in note 924 infra, allowed suit against the Director (or Collector), usually 
without any question. 

924 In so holding in Jones v. Tower Production Co., 138 F.2d 675 (10th Cir. 1943), the 
court emphasized that the purpose of the action was to secure an adjudication that title 
to property never vested in the taxpayer and the lien never attached thereto. The court 
distinguished ‘‘the simple case where a Collector seeks to collect by distraint the taxes of 
one person out of the property of another.’’ But in Adler v. Nicholas, 166 F.2d 674 (10th 
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prolongation of the litigation over technicalities,®”* is to join both 
defendants and ask both forms of relief.°** 

Recovery of Money Seized. If the Director seizes money or col- 
lects upon debts belonging to one other than the taxpayer, it has 
been held that suit may be maintained by the rightful owner against 
the United States to recover the money upon an implied contract. 
The suit may be brought in the Court of Claims,*” or if the amount 
is under $10,000, it may be brought in the federal district court.*”* 
It is important not to frame the suit against the United States in 


Cir. 1948), which the court found indistinguishable from Tower, there was no issue of 
title but only a question whether property admittedly belonging to a partnership could be 
taken for individual taxes. Cf. also City of New York v. Evigo Corp., 121 F.Supp. 748 
(S.D.N.Y. 1954). If those decisions are right, there must be error at least in Raffaele v. 
Granger, supra note 914 (issue whether tax lien reaches bank account held in tenancy by 
the entirety ; injunction suit against Collector (Director) permitted). 

925 The mere citation of the Tower Production case (note 924 supra) warns of how far 
technical objections can be pushed through three lawsuits and appeals, without ever alter- 
ing the decision first reached for the plaintiff on the merits. Tower Production Co. v. Jones, 
unreported (W.D.Okla. 1939), rev’d, 120 F.2d 779 (10th Cir. 1941); Tower Production 
Co. v. Jones (second suit), 45 F.Supp. 593 (W.D.Okla. 1942), rev’d and remanded, 138 
F.2d 675 (10th Cir. 1943) ; s.c., Tower Production Co. v. United States, 61 F.Supp. 411 
(W.D.Okla. 1945), appeal dismissed, 153 F.2d 304 (10th Cir. 1946). 

926 Such joinder of a suit to quiet title against the United States and a suit for injune- 
tion against the Director was permitted in Gerth v. United States, 132 F.Supp. 894 (S.D. 
Cal. 1955), and in National Iron Bank v. Manning, 76 F.Supp. 841 (D.N.J. 1948). But 
Government counsel, sometimes too eager to avoid the merits on any technicality, may 
assert a misjoinder, on the theory that the consent of the United States to be sued in a quiet 
title action does not comprehend its being combined with other matters. Cf. United States 
v. Sherwood, 312 U.S. 584, 589, 592 (1941). What was a sound principle in Sherwood, 
where issues were brought into the case in which the United States had no interest, was 
raised with less success in tax refund cases, where the only real excuse for opposing joinder 
of the United States and the Director (Collector) was that a jury trial was allowable 
against the latter but not at that time against the former. Joinder was denied in Inter- 
continental Rubber Co. v. Ferguson, 1 U.S.T.C. { 180 (D.N.J. 1926), but was permitted 
in Powell v. United States, 123 F.2d 472, 476 (9th Cir. 1941). Since in the present situ- 
ation the actual issue is identical and there is no right to a jury trial on either cause of ac- 
tion, there would be no excuse for raising the question of misjoinder. At any rate, mis- 
joinder is no longer a cause for dismissal, so the worst that could happen if the matter is 
raised would be that the plaintiff would have to elect to drop one or the other. Frp. R. Civ. 
P. 21. 

927 Kirkendall v. United States, 31 F.Supp. 766 (Ct.Cl. 1940). 

928 Cf. Royal Indemnity Co. v. Board of Education, 137 F.Supp. 890 (M.D.N.C. 1956), 
s.c., 143 F.Supp. 782 (M.D.N.C. 1956) (allowing one who is sued by an assignee of his 
creditor for having paid over to the Director in response to a levy for the creditor’s taxes 
to bring in the United States as a third party defendant, where less than $10,000 is in- 
volved) (see note 356 in First Installment in March issue). The $10,000 jurisdictional 
limit, which has been removed with respect to suits for tax refunds (28 U.S.C. § 1346(a) 
(1) (1952) ), still applies to suits against the United States by non-taxpayers to recover 
for money or property wrongfully seized. 28 U.S.C. § 1346(a)(2) (1952); Tri-State In- 
surance Co. v. United States, 129 F.Supp. 115 (W.D. Okla. 1955). 
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tort, however, for the Federal Tort Claims Act expressly declines 
consent to suits for torts arising out of tax collection.*” 

It has also been held that a suit will lie against the Director in the 
federal district court, without jurisdictional limit, for money of a 
third party wrongfully seized, even though he had paid the money 
into the Treasury.*”° 

The authorities are divided on whether non-taxpayers, like tax- 
payers seeking recovery of erroneous tax payments,®* must file a 
refund claim and wait six months, or until earlier rejection of the 
claim, as a condition precedent to their right to sue to get their 
money back.°**? 

Recovery of Proceeds of Property Sold or Damages for Wrongful 
Seizure. Similar rules would apply where the Director has seized 
property, other than money, belonging to a third party and has sold 
such property. One court has held, however, that there can be no re- 
covery of the proceeds of sale from the Director because the sale 
conveyed only the taxpayer’s interest ; *** therefore, even if the tax- 
payer had no right in the property, no interest of the third party 
was sold, and the owner is entitled to recover the property itself 
from the purchaser.*** Those facts may not be enough, nevertheless, 
to relieve the Director from tort liability for the conversion of the 
property, under which its value would be the measure of damages.** 
The Director may also be liable for any special or consequential 


929 28 U.S.C. § 2680(c) (1952); United States v. Worley, 213 F.2d 509 (6th Cir. 
1954), cert. denied, 348 U.S. 917 (1955) ; Broadway Open Air Theatre v. United States, 
208 F.2d 257 (4th Cir. 1953). 

930 Stuart v. Chinese Chamber of Commerce, 168 F.2d 709 (9th Cir. 1948) ; Karno-Smith 
Co. v. Maloney, 112 F.2d 690 (3d Cir. 1940) ; Szerlip v. Marcelle, 136 F.Supp. 862 (E.D. 
N.Y. 1955) ; Colorado Milling & Elevator Co. v. Glenn, 118 F.Supp. 943 (W.D.Ky. 1954). 
The Director, having paid the money into the Treasury, would be indemnified under 28 
U.S.C. § 2006 (1952). See also I.R.C. § 7423 (1954). 

931 T.R.C. §§ 6532(a) (1) and 7422(a) (1954). 

932 No claim required: Stuart v. Chinese Chamber of Commerce, 168 F.2d 709 (9th Cir. 
1948); Kirkendall v. United States, 31 F.Supp. 766 (Ct.Cl. 1940) ; Szerlip v. Marcelle, 
136 F.Supp. 862 (E.D.N.Y. 1955). Claim required: United States v. Worley, 213 F.2d 509 
(6th Cir, 1954), cert. denied, 348 U.S. 917 (1955) ; Hansen v. Hat Corporation of America, 
56-1 U.S.T.C. 7 9501 (D.Conn, 1956). See Karno-Smith Co. v. Maloney, 112 F.2d 690, 692 
(3d Cir. 1940) (dictum because claim had in fact been filed). 

938 Horvitz v. Granger, 134 F.Supp. 957 (W.D.Pa. 1955). 

934 Sheridan v. Allen, 153 Fed. 568 (8th Cir. 1907). The Government may thus get a 
windfall, since having sold the property without warranty, it is not liable to the purchaser 
when the rightful owner takes the property from him. See note 192 in First Installment 
in March issue. 

935 53 Am. Jur., Trover and Conversion, § 94 (1945). See Lavino v. Jamison, 230 F.2d 
909 (9th Cir. 1956) ; Szerlip v. Marcelle, 136 F.Supp. 862 (E.D.N.Y. 1955). Since Lavino 
merely granted a new trial and Szerlip decided only the question of jurisdiction, neither 
can be regarded as direct authority for the suggestion made herein. 
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damages suffered as a result of the wrongful deprivation of the 
third party’s property.**® 

It should be noted that conversion is a state law tort, and an ac- 
tion for damages against the Director for acting contrary to his 
duty is not an action arising under the internal revenue laws, over 
which the federal court would have original jurisdiction.®*? The ac- 
tion, therefore, unless there is diversity of citizenship and $3,000 
involved, should be brought in the state court,*** subject to the Di- 
rector’s right to have it removed to the federal court.** 

Certificate of Non-Attachment. Let us close this somewhat ex- 
tended recital with the problem of plain John Smith. He contracts 
to sell his house, and the title company informs him before the clos- 
ing that it cannot pass the title because there is a federal tax lien on 
file against ‘‘ John Smith.’’ Our John Smith knows that there are 
no taxes outstanding against him. What can he do? The situation is 
not appropriate for a release or discharge of the lien,®*° for the lien 
on file is perfectly valid (against another John Smith) and there is 
no lien at all against our John Smith. No statutory procedure covers 
the situation, but if the Director is satisfied that the lien does not 
and never did attach to the property of our John Smith, he will re- 
move the cloud on title by issuing a certificate of non-attachment.*™ 


ConcLusIon 


The Supreme Court has remarked that ‘‘ Even tax administration 
does not as a matter of principle preclude considerations of fair- 
ness.’’ *? High taxes and an overwhelming need to raise revenue 
do not excuse unfairness. On the contrary, equity becomes even 


936 See 53 Am. Jur., Trover and Conversion, § 106 (1945). Cf. Treat v. Staples, 21 Fed. 
Cas. 161, Case No. 14,162 (C.C. Me. 1870) (nominal damages awarded for invasion of 
plaintiff ’s right). The Director’s right to indemnification out of the Treasury under 28 
U.S.C. § 2006 (1952) would depend upon showing ‘‘probable cause,’’ but reasonable 
grounds for suspicion that the property belonged to the taxpayer may suffice. See George 
Moore Ice Cream Co. v. Rose, 289 U.S. 373, 382 (1933). See also I.R.C. § 7423(2) (1954). 

9387 28 U.S.C. § 1340 (1952). 

938 Johnston v. Earle, 245 F.2d 793 (9th Cir. 1957); Bristow v. Hanset Lumber Co., 
53-2 U.S.T.C. 7 9523 (D.Ore. 1953). 

939 28 U.S.C. § 1442 (1952). 

940 See notes 250-269 in First Installment in March issue. 

941 Since the certificate has no statutory basis and thus is not given the conclusive effect 
enjoyed by certificates of release or discharge (see note 272 in First Installment in March 
issue), quaere whether a purchaser or other person is safe from the possibility that it may 
have been issued in error. Cf. note 445 supra. 

942 Angelus Milling Co. v. Comm’r, 325 U.S. 293, 297 (1945). 
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more important as the burden of taxes increases.*** There is no per- 
suasive evidence that Congress consciously intended many of the 
inequities which have been detailed herein. But when the courts held 
state law standards inapplicable to most questions concerning tax 
collection and liens, a vacuum was created ; for Congress has never, 
except in limited areas, faced the policy decisions which over many 
generations the states have made in developing their lien and pri- 
ority laws. I do not suggest—in fact, I do not believe—that the solu- 
tion lies in blanket Congressional adoption of widely varying state 
laws as controlling in matters of tax collection, with a resulting dis- 
criminatory impact of tax collection upon persons in different areas 
and with the Government treated like the least favored private lien 
creditor. But the alternative is for Congress to face those policy de- 
cisions for itself and to devise a fair yet effective tax collection code. 

Speaking only for myself, I submit that the following general 
guides should govern in any revisions of the laws relating to tax 
collection : 

1. Congress should weigh the social policies that have led to state 
rules of exemption and should consider the adoption, on a uniform 
national basis and subject to specified monetary limits, of somewhat 
broader exemptions from lien and levy than are now allowed. 

2. With exceptions so determined, all property which the taxpayer 
has the practical right to possess and enjoy should be subject to the 
federal tax lien. It should not be possible for any person to shield 
his wealth from the tax collector, at the expense of all other citizens, 
by investing in forms of wealth that enjoy an immunity. 

3. The taxpayer’s debtors and bailees should not by reason of the 
taxpayer’s delinquencies be subjected to obligations and risks more 
onerous than they contracted to assume. 

4. The rules respecting the effect of filing of federal tax liens 
should be adapted to conform to customary and convenient business 
practices, but with any necessary accommodations to prevent sub- 
stantial injury to the revenue. 

5. Persons who extend credit in reliance upon a lien on the appar- 
ent property interest of the taxpayer should not be subject to secret 
unfiled tax liens, whether their own liens are contractual or statu- 
tory. 

6. Persons who add value to the taxpayer’s property on the faith 


943 Cf. Hearings Before the Committee on Ways and Means of the House on Revenue 
Revision of 1942, 77th Cong., 2d Sess. 10, 87-88 (1942) (statements to the effect that 
high rates make it imperative that inequities on the substantive side of tax law be elim- 
inated). 
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of a lien thereon should not be deprived of the value which they 
added. ‘‘ The need today for governmental revenue is indeed great,’’ 
as the late Judge Frank recently said in another connection, but 
‘‘The country is not that hard up.’’ ** 

7. The important functions and revenue needs of state and local 
governments should be recognized, and competition with them in 
tax enforcement should be minimized. 

8. Other state laws creating liens, particularly those ‘‘floating 
liens’’ which are really rules of priority in the guise of liens,*” 
should not necessarily be recognized as against the federal tax lien, 
but Congress should enact its own uniform rules on such priorities 
in the light of policies expressed in the Bankruptcy Act. 

9. The absolute federal priority in insolvency proceedings con- 
ducted under state law should be harmonized with the priorities ap- 
plicable in bankruptcy.*** 

10. The procedures by which the rights of non-taxpayers in prop- 
erty on which a tax lien is claimed may be determined and enforced 
should be clarified and relieved of traps and unnecessary technicali- 
ties, without sacrifice of protection of the Government. 

The principles of ‘‘sovereign supremacy’’ and ‘‘sovereign immu- 
nity from suit,’’ to which the defenders of the status quo appeal, 
are not reasons for taking a position, but constitutional supports 
for positions taken on other grounds. The sovereign can be about as 
arbitrary as it wants to be. But admission of the existence of that 
power does not determine the desirability of its exercise. The his- 
tory of federal tax procedure is replete with instances in which, in 
the words of Justice Cardozo, ‘‘A high-minded government re- 
nounced an advantage that was thought to be ignoble, and set up a 
new standard of equity and conscience.’’ °*7 

No doubt the reader, from his own experience, has in mind at 


944 American Standard Watch Co. v. Comm’r, 229 F.2d 672, 675 (2d Cir. 1956). ‘‘We 
ought to avoid giving color to the thesis that the exigencies of the exchequer are such that 
those employed to keep it replenished may deal with [citizens] in any spirit not dominated 
by absolute fairness, tinctured even by a touch of chivalry and magnanimity.’’ Cameron, 
J., dissenting in Lee v. Comm’r, 227 F.2d 181, 186 (5th Cir. 1955). 

945 There is, however, a wide divergence of views concerning what liens are properly re- 
garded as mere ‘‘priorities.’’ Compare H.R. Rep. No. 2320, 82d Cong., 2d Sess. par. 29 
(1952) (with respect to the 1952 amendment to 11 U.S.C. § 107(c) (1952)), with Mac- 
Lachlan, supra note 572, at 132-133 (with respect to the bill endorsed by the American 
Bar Association, H.R. 5195, 85th Cong., 1st Sess. (1957), to amend 11 U.S.C. § 107(c) 
(1952) ), and with Kennedy, Statutory Liens in Bankruptcy, 39 Minn. L. Rev. 697, 722- 
726 (1955) (concerning National Bankruptcy Conference proposal). 

946 See Kennedy, The Relative Priority of the Federal Government: The Pernicious 
Career of the Inchoate and General Lien, 63 YALE L.J 905, 932 (1954). 

947 George Moore Ice Cream Co. v. Rose, 289 U.S. 373, 379 (1933). 
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least one specific recommendation for achieving a fairer or more 
effective collection law. To him, my parting words are ‘‘See supra 
note 1.’’ °48 


948 See First Installment in March issue. On March 31, 1958, pursuant to action of the 
House of Delegates, the President of the American Bar Association appointed a Special 
Committee on Federal Liens, with members representing the Section of Taxation, the Sec- 
tion of Corporation, Banking and Business Law, the Section of Real Property, Probate and 
Trust Law, and the Section of Insurance, Negligence and Compensation Law, and with 
directions to report to the annual meeting in Los Angeles in August. The Chairman is 
Laurens Williams, Washington, D. C. 
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Book Reviews 


Basic Estate PLANNING. Edited by JoHN ALAN ApPELMAN. Indianapolis: 
The Bobbs-Merrill Company, Inc., 1957. 2 Vols. Pp. 976. $37.50. 


The problems encountered by the experienced estate planner are legion, 
requiring an average of twenty or more hours per week to keep up with de- 
velopments in the diverse areas of the law involved. Thus the task of the 
average attorney not conversant with the field is indeed herculean. Basic Es- 
state Planning, a product of twenty-two experienced estate planners, aided 
by an equal number of experienced assistants, representing every major sec- 
tion of the nation, constitutes a serious effort to provide a compact source of 
reference for those who have not devoted a substantial portion of their time 
to this phase of practice. The work is intended to familiarize the beginner 
with the most common problems, in context, and in some cases to suggest 
their solutions. 

As in any first publication, there are a number of errata or minor errors. 
These are to be expected and in no way reflect adversely upon the quality of 
the finished product. Furthermore, it must be remembered that since there are 
many contributing authors, problems of continuity, repetition, and differences 
of opinion are likely to appear. It would-be unusual for each author to ana- 
lyze critically the work of his fellow contributors, set up a ‘‘conference com- 
mittee’’ to resolve these differences, and thus arrive at a consistent, uniform 
whole. On the one hand, experts are entitled to their opinions, based upon 
years of experience in their areas of competence. On the other, merely because 
solutions to particular problems have been judicially approved, such ap- 
proval is not a sufficient basis for stereotyping one’s handling of a matter. 

It would be impossible in a review of this character to comment on all areas 
covered ; hence the scope will be limited to three: (1) some perpetuities prob- 
lems; (2) some tax problems; and (3) miscellany. Although reference is not 
made to other areas, this is not to be deemed an indication that the quality 
differential is greater or lesser. Space and time militate against such exten- 
sive comment. 


I 


The rule against perpetuities and its numerous pitfalls have caused legal 
headaches to attorneys, courts, and textwriters. Usually, in any well-drafted 
instrument the inclusion of a clause, setting up a confined duration and ex- 
pressly directing that all interests created vest within that permissible pe- 
riod, with distribution of corpus to take place at the expiration of that period 
to persons then entitled to payments of income, protects it against such de- 
structive effects.1 The problem arises, however, if such a clause is not in- 
cluded or if the instrument exercises a power of appointment involving ap- 
plication of the rule with respect to an earlier period. 


1 CASNER, ESTATE PLANNING 1010 (2d ed. 1956). 
547 
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In discussing completed gifts in trust, the following example is used :* 


A creates a trust of $50,000 to pay the net income in equal shares to the 
children of B who are living from time to time on the dates selected by the 
trustee for the periodic distribution of income. Upon the death of the last 
survivor of the children of B, the principal is to be distributed to the heirs 
of the last survivor. A has made a complete gift of $50,000, even though at 
the time the trust is created it is not known how many children B will have, 
how long they will live, or who the heirs of the last survivor will be. 


This reviewer assumes that the common law rule against perpetuities is in 
force in the jurisdiction in which the trust is created ; that there is no statute 
validating interests which would otherwise be invalid by an application of 
the common law rule; * and that there is no ‘‘confined duration’’ clause in 
the creating instrument.* Furthermore, the facts disclose that A does not 
intend to confine this gift to the children of B living at the date of the exe- 
cution of the instrument, but expressly intends to include after-born chil- 
dren. Based upon the foregoing assumptions, whether A creates this trust 
inter vivos or by will, B is the life in being at the crucial date. Thus all in- 
terests must vest, at the latest, 21 years from the death of B, including pe- 
riods of gestation where they actually occur. The gift to ‘‘the heirs of the 
last survivor’’ clearly violates the common law rule against perpetuities. To 
illustrate this, suppose at the date of the creation of the trust B has three 
children. C1, C2, and C3. Subsequently, C4 and C5 are born. Then B, C1, C2, 
and C3 all die. The ultimate gift is to the heirs of the survivor of C4 and C5, 
a person ‘‘unborn’’ at the critical date, and C4 and C5 could conceivably 
live more than 21 years after the death of B. Since no one can be the heir of 
a living person, the ultimate takers (whether C4’s heirs or C5’s) would not 
be ascertained or ascertainable within the permissible period. The mere pos- 
sibility of this sequence of events occurring is enough to destroy the gift ab 
imitio. And even if the word ‘‘heirs’’ were construed to mean ‘‘children,’’® 
the same result would follow. Thus the end limitation fails, there is a rever- 
sion in A, and hence there is no completed gift. 

Moreover, the gift of income ‘‘to the children of B who are living from 
time to time on the dates selected by the trustee for the periodic distribution 
of income’’ also would seem to be a violation of the rule. Here we have an 
express requirement of survival to the dates set for distribution, and there- 
fore no gift of income can vest in interest until it vests in possession.* In 
applying the rule to a class gift, there must be no possibility that a member 
of the class will receive a share beyond the period of the rule, #.e., the share 
of each member must be fixed within the period.” This violation can take the 
form of the class either being subject to increase or decrease beyond the per- 
mitted time. In the example given, the class cannot increase beyond the pe- 
riod, but it can decrease. Using that illustration, and assuming that B, C1, 


2P. 541 (vol. 2). 

8 E.g., Pa. Stat. ANN. tit. 20, § 301.4 (1950) ; Mass. Ann. Laws, ¢.184A (1955) ; Me. 
Laws 1955, ¢.244; Conn. Acts 1955, No. 233. 

4 Supra note 2. 

5 Cf. Gen. Stat. N.C. § 41-6 (1950). 

6 Cf. In re Coots’ Estate, 253 Mich. 208, 234 N.W. 141 (1931). 

7 6 AMERICAN LAW OF PROPERTY § 24.26 (Casner ed. 1952). 
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C2, and C3 all die and C4 and C5 are living, there could be a gift over of 
income from the first after-born child to die, and this could occur beyond 
the period of the rule.* It is submitted that the whole gift of income fails, 
unless the gifts of income over the permissible period can be separated from 
the gifts of income which are invalid. This latter possibility might be sup- 
ported on the theory that the settlor created a series of annual powers which 
would be valid for a period of 21 years subsequent to B’s death. Assuming 
however, that the gifts of income are validly created, the fact that the ulti- 
mate gift is invalid raises nevertheless a possibility that the whole gift might 
be declared invalid due to ‘‘infectious invalidity.’’ 1° 

A second type of perpetuities problem that has plagued estate planners 
for centuries is the so-called ‘‘unborn widow’’ situation. The author refers 
to this type of case and poses the following problem : 14 


... For example, the father ‘‘A’’ creates a trust which provides that the 
income is to be paid to his son B for life, then to B’s widow for life and on 
her death to be distributed to B’s children. When A, the father, dies B is 
living and has a wife and children. This provision violates the rule against 
perpetuities because the term ‘‘widow’’ does not necessarily describe the 
woman married to B when A dies. This woman could die, or be divorced from 
B and B could marry another woman before he died. This other woman would 
then be B’s widow when he died. She might not have been born at the time 
of A’s death and therefore the duration of the trust created by A might be 
measured by a life not in being at the time of his death. This would violate 
the rule against perpetuities. 

This difficulty can be avoided in several ways. One way would be for A to 
refer to B’s wife by name. This would identify the particular woman he 
means. If A wants to anticipate the possibility of B’s remarriage and provide 
for any woman who is B’s widow, he can use the term ‘‘widow’’ but qualify 
it by stating that she must be a person born during his, A’s, life. This will 
remove the possibility of violating the perpetuities restrictions. It must be 
realized that the perpetuities rule would not be violated if the trust termi- 
nated on B’s death and was then distributable to the widow, or if it pro- 
vided for payment of income to B’s widow for 21 years after B’s death and 
then terminated. Thus, it is not solely the use of the word ‘‘widow’’ but also 
the duration of the trust prior to vesting, which makes a violation of the rule 
possible. Nevertheless, the term ‘‘widow’’ is ambiguous and should be 
avoided. 


This illustration, it seems to me, presents no situation involving a viola- 
tion of the common law rule against perpetuities in its application to inter- 
ests which may vest too remotely. It should be contrasted with the ‘‘unborn 
widow’’ example which Professor Leach poses in his Perpetuities in a Nut- 
shell.12 In Professor Leach’s example the principal is to be paid to ‘‘the chil- 
dren of A then living.’’ This imposes an express requirement of survival and, 
as Professor Leach points out, an interest in after-born children contingent 
upon surviving a person who may be unborn at the date of the creation of the 


8 Cf. In re Wenmoth’s Estate, 37 Ch. D. 266 (1887). 

9 Cf. In re Kelly [1932] 1 Ir. R. 255. 

10 6 AMERICAN LAW OF PROPERTY §§ 24.48-24.54 (Casner ed. 1952). 

11 Pp. 771-772 (vol. 2). 

12 Leach, Perpetuities In a Nutshell, 51 Harv. L. Rev. 638, 644 (1938). 
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interest would result in a violation of the rule. But in the example cited 
above, the only condition precedent to the children of B taking under the 
terms of the gift is the expiration of the preceding estate. Since all of B’s 
children must be determined within B’s lifetime or within the period of ges- 
tation following B’s death, and furthermore, since each child’s interest vests 
at birth, subject only to partial divestment by the birth of other children of 
B, all their interests must, of necessity, vest within the permissible period 
and hence are valid. B’s ‘‘widow,’’ of course, must be ascertained at B’s 
death, and thus her interest would also vest in time. The mere possibility 
that her interest might continue beyond the period of the rule or that the 
children’s interests might not vest in possession until beyond the period of 
the rule, does not, in a common law jurisdiction, result in the invalidation of 
any interest. 

Suppose, however, that the interest of B’s widow was subject to a restraint, 
i.e., there was included in the trust a spendthrift clause. This could conceiva- 
bly make applicable one of the associated rules—the rule against the continu- 
ation of a private indestructible trust. The period applicable here, according 
to the trend of authority, would be the period of the rule against perpetuities. 
The trust would therefore be destructible earlier, that is, the provision im- 
posing the restraint would be invalid, but no interest under the trust would 
be invalidated. And even then the trust could continue beyond the period of 
the rule, but would then be subject to internal attack. 

There is, therefore, no violation of the common law rule in the example 
posed, unless it be argued that the direction to distribute invokes application 
of the ‘‘divide and pay over rule,’’ which could cause interests otherwise 
vested to become contingent.'* However, an exception to that rule arises when 
the purpose is to permit creation of a prior estate, and that is the situation 
here. In addition, that rule never had substantial judicial recognition in the 
United States, and it is generally conceded to be unsupportable.1* 

Paradoxically, the first example cited, which is intended to illustrate a 
complete gift, involves several possible violations of the common law rule 
and results in no completed gift. The second example, which is intended to 
illustrate a violation of the rule, involves none. 

One more perpetuities point. The author states : 1° 


One of the basic rules of law governing powers of appointment is that the 
validity, under the rule against perpetuities, of an exercise of a power must 
be determined as of the time when the power was created, as if the disposi- 
tion made by the exercise of the power had been contained in the original in- 
strument creating the power. 


The above statement is true with respect to special powers of appointment 
and general testamentary powers of appointment.!" If a general power exer- 
cisable by deed is created, then the period of the rule is measured from the 
date of the exercise of the power and not from the date of the instrument 


13 Id. at 668. 

14 Supra note 6; 5 AMERICAN LAW OF Property § 21.21 (Casner ed. 1952). 
15 Ibid. 

16 P, 707 (vol. 2). 

17 6 AMERICAN LAW OF PROPERTY § 24.32 (Casner ed. 1952). 
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creating the power.!* This is based upon the theory that the donee of a gen- 
eral power exercisable by deed or will is, for all practical purposes, the owner 
of the assets subject to the power; and an exercise of the power is treated in 
this situation as the equivalent of the donee disposing of his own property. 
Moreover, even if there is a power requiring the measurement of the period 
of the rule from the date of the instrument creating such power, courts will 
take into consideration the facts known to have existed at the date of crea- 
tion ; therefore, it is not quite the same in effect.!® 


II 


Employment of the inter vivos trust as an instrument in estate planning, 
in the view of several contributing authors, is either expressly advised 
against or to be used sparingly. If it is utilized, it should contain a succession 
of named beneficiaries to avoid a second estate tax 7° and a simple ‘‘income 
to B’’ trust to eliminate the possibility of the income being attributed to the 
settlor.21 The notion that it is desirable to create a rigid, inflexible trust to 
preclude these possibilities from arising seems to be an overly cautious ap- 
proach.?? 

With respect to estate tax consequences, a great deal of flexibility could be 
injected into a trust, provided that no powers were created which would re- 
sult in the inclusion of any portion of the property in the estate of the donee. 
Thus, for example, special powers of appointment, depending upon the cir- 
cumstances, could be created in either a beneficiary of the trust or in a trustee 
non-beneficiary, or even in a stranger to the trust, which would not result in 
adverse estate tax consequences to the donee. Moreover, what of the possi- 
bility, if all vested interests are created, of a remainderman predeceasing the 
life beneficiary, with the result that the future interest would be included 
within such remainderman’s gross estate and a consequent tax imposed prior 
to any enjoyment of the property ? 7° This is not provided for by the simple 
trust creating vested interests. Furthermore, the judgment of the donee at 
the date of exercise, irrespective of his capabilities, is infinitely preferable to 
the present suppositions of the settlor.*4 

The income tax consequences of a ‘‘discretionary’’ trust need not be ad- 
verse, depending, of course, upon the skill of the draftsman. If the planner 
checks the dispositive and administrative powers employed against those sec- 
tions of the Code which could conceivably cause the income to be attributed 
to the settlor, he can insure against that. Several obvious precautionary meas- 
ures can be taken—among them, to refrain from designating the settlor as a 
trustee; or if he is to be a trustee, to allocate to him only those functions 
which he can perform with tax safety ; > if his wife is to be a trustee, to ap- 


18 Id. at § 24.31 

19 Id. at § 24.24. 

20 P, 210 (vol. 1). 

21 P, 419 (vol. 1). 

22 Cf. p. 485 (vol. 2). 

23 Nothing is said with respect to imposing a requirement of survival to the date set for 
distribution. 

24 P, 419 (vol. 1). 

25 TLR.C. § 674(b) (1954). 
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point an independent co-trustee to act with her ; °° and so on. To sacrifice flex- 
ibility merely to achieve tax savings, without serious consideration of other 
pertinent factors, appears neither wise nor desirable.?* A dollar thus saved 
is not necessarily a dollar earned. Conceivably, the facts might be such that 
adverse tax consequences would be preferable to an inflexible trust or an out- 
right gift, e.g., a beneficiary who is a spendthrift. If the task is too difficult 
for the estate planner, he should not undertake it and employ an unsatisfac- 
tory substitute for what should be used. 

Some of the ‘‘ practical reasons,’’ it is suggested, militating against an inter 
vivos transfer of stock in a family or closely-held corporation, are loss of con- 
trol and cost basis. Thus, if the prospective donor waits to make a testamen- 
tary disposition, control will be retained, and there will be a stepped-up basis 
in the hands of the donee.”® Here is an ideal situation for using a revocable 
inter vivos trust.?® The donor would retain control of the corporation during 
his lifetime, and the donee would still get a stepped-up basis. There is, of 
course, a possible danger, if the trustee were to sell the stock. The new cost 
basis might not then be available, but the context of the statement indicates 
that such a sale is not contemplated, since control here is an essential objec- 
tive. Strangely, the benefits available through the use of the revocable inter 
vivos trust are not discussed at length in this work. 

The author, after discussing the advisability of giving the trustee of a 
residuary trust the power to invade corpus for the benefit of descendants, 
and the possibility of the wife objecting thereto,®° makes the following state- 
ment :*4 
This objection of the wife may be overcome by naming the wife as a co- 
trustee with a trust company, and directing that all distributions to the chil- 
dren of any part of the income or corpus of the residuary trusts must have 
the consent of both trustees. 


There is a footnote stating that it is believed this power would not cause 
the income, not actually paid to the wife, to be attributed to her. The obvious 
indication of doubt as to includibility should dictate avoidance of this mech- 
anism by the careful estate planner. Moreover, the Regulations in conjunc- 
tion with section 662(a) of the 1954 Code demonstrate that such a power 
would result in the income being deemed that of the wife. It is not advisable 
for the estate planner to experiment with his client’s estate. Venturing into 
unsettled areas where genuine doubt exists should be avoided whenever prac- 
ticable. And this would seem to be one of those forbidden. 


III 


Some minor points deserve mention. It is suggested that a wife should ex- 
ercise a general power of appointment unless the assets constitute a part of 
her probate estate; otherwise it may result in an increase in administration 


26 T.R.C. § 674(c) (1954). 

27 Cf. p. 485 (vol. 2). 

28 T.R.C. § 1014(b) (9) (1954). 

29 See CASNER, op. cit. supra note 1, at 87-106. 
30 P, 607 (vol. 2). 

31 Cf. p. 629 (vol. 2). 











1958] BOOK REVIEWS 553 


expenses.** This seems to be contrary to the trend away from setting fees 
solely on the basis of the probate estate.** In addition, there is no mention 
of the possibility of this property being made available to creditors of the 
wife as a consequence of such exercise.** Of course, at the time of exercise 
it would be impossible to forecast with complete accuracy what the wife’s 
financial situation will be at the time of death. Again, the possibility arises 
that exercise of the power might result in the property being includible in 
the wife’s estate for state death tax purposes. All these can be avoided if the 
property is allowed to pass to the takers in default. 

After pointing out the advantages to be obtained by including a gift in 
default of appointment where a special power has been created, the author 
then says : *5 

... In such event, the attorney drafting the will should caution the father 
to advise his son that if he wants his wife to share in the estate left the son by 
the father, then the son will have to make a will so providing. 


Should not the father be advised to caution the son to see an attorney? And 
should not that attorney be the one to give this advice in the light of the cir- 
cumstances then existing ? Should second-hand advice, with the inherent dan- 
ger of distortion, be the proper approach? And what of the possibility of the 
son’s residuary clause ** or his entire will ** exercising the power, in the ab- 
sence of an express provision negating such exercise? Is this information to 
be transmitted through the father ? 

The author further states ** that a husband usually considers that the home 
furnishings belong to the wife and that a statement to that effect should be 
included in the husband’s will. Cautious estate planning requires more. For 
example, the husband could execute a deed of gift, thus providing documen- 
tary evidence establishing the inter vivos character of the transfer. If the 
value of the furnishings exceeds $3,000, then a gift tax return, additional 
evidence, would be necessary, even though no gift tax results. Finally, if the 
furnishings are quite valuable, a series of annual gifts of fractional undi- 
vided interests could be used to avoid the gift tax.*® 


IV 


Despite the tenor of this review, these volumes represent an indispensable 
addition to the libraries of some lawyers, and a valuable reference for others. 
It must be remembered, however, that it is merely a point of departure and 
not intended as the last word. Here is an introduction to the multitude of 
problems involved in planning any estate. One might wish that, among 
others, problems of the ‘‘pour-over’’ provision; the revocable inter vivos 
trust; the Reno divorce and technical bastardy ; and adoption had been dis- 


32 P, 579 (vol. 2). 

33 CASNER, op. cit. supra note 1, at 35. 

34 P, 718 (vol. 2). 

35 P, 627 (vol. 2). 

36 See Amory v. Meredith, 89 Mass. (7 Allen) 397 (1863). 

37 See N.Y. REAL Property Law §§ 175 and 176; N.Y. Personat Property Law § 18. 
38 P, 639 (vol. 2). 

39 Pp, 389-390 (vol. 1). 
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cussed ; but this is a judgmatic decision. Each chapter is heavily tax-oriented, 
and this is as it should be. 

The style, continuity, clarity, areas treated, and solutions suggested are 
truly remarkable in view of the joint nature of the work. If it focuses the 
attention of the reader on the difficulties involved in this field, it will have 


served its purpose. 
—BENJAMIN CARLIN * 


* Professor of Law at Boston University School of Law, presently Visiting Professor of 
Law at Wayne State University School of Law. 
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